FEDERAL ARBITRATION ACT: IS THE CREDIT
CARD INDUSTRY USING IT TO QUASH LEGAL
CLAIMS?

HEARING

BEFORE THE
SUBCOMMITTEE ON
COMMERCIAL AND ADMINISTRATIVE LAW

OF THE

COMMITTEE ON THE JUDICIARY
HOUSE OF REPRESENTATIVES

ONE HUNDRED ELEVENTH CONGRESS

FIRST SESSION

MAY 5, 2009

Serial No. 111-39

Printed for the use of the Committee on the Judiciary

&R

Available via the World Wide Web: http:/judiciary.house.gov

U.S. GOVERNMENT PRINTING OFFICE
49-475 PDF WASHINGTON : 2010

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2104 Mail: Stop IDCC, Washington, DC 20402-0001



COMMITTEE ON THE JUDICIARY
JOHN CONYERS, JR., Michigan, Chairman

HOWARD L. BERMAN, California LAMAR SMITH, Texas
RICK BOUCHER, Virginia F. JAMES SENSENBRENNER, JR.,
JERROLD NADLER, New York Wisconsin
ROBERT C. “BOBBY” SCOTT, Virginia HOWARD COBLE, North Carolina
MELVIN L. WATT, North Carolina ELTON GALLEGLY, California
ZOE LOFGREN, California BOB GOODLATTE, Virginia
SHEILA JACKSON LEE, Texas DANIEL E. LUNGREN, California
MAXINE WATERS, California DARRELL E. ISSA, California
WILLIAM D. DELAHUNT, Massachusetts J. RANDY FORBES, Virginia
ROBERT WEXLER, Florida STEVE KING, Iowa
STEVE COHEN, Tennessee TRENT FRANKS, Arizona
HENRY C. “HANK” JOHNSON, JR., LOUIE GOHMERT, Texas

Georgia JIM JORDAN, Ohio
PEDRO PIERLUISI, Puerto Rico TED POE, Texas
MIKE QUIGLEY, Illinois JASON CHAFFETZ, Utah
LUIS V. GUTIERREZ, Illinois TOM ROONEY, Florida
BRAD SHERMAN, California GREGG HARPER, Mississippi

TAMMY BALDWIN, Wisconsin

CHARLES A. GONZALEZ, Texas
ANTHONY D. WEINER, New York

ADAM B. SCHIFF, California

LINDA T. SANCHEZ, California

DEBBIE WASSERMAN SCHULTZ, Florida
DANIEL MAFFEI, New York

PERRY APELBAUM, Majority Staff Director and Chief Counsel
SEAN MCLAUGHLIN, Minority Chief of Staff and General Counsel

SUBCOMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAW

STEVE COHEN, Tennessee, Chairman
WILLIAM D. DELAHUNT, Massachusetts TRENT FRANKS, Arizona

MELVIN L. WATT, North Carolina JIM JORDAN, Ohio
BRAD SHERMAN, California DARRELL E. ISSA, California
DANIEL MAFFEI, New York J. RANDY FORBES, Virginia
ZOE LOFGREN, California HOWARD COBLE, North Carolina
HENRY C. “HANK” JOHNSON, JR., STEVE KING, Iowa

Georgia

ROBERT C. “BOBBY” SCOTT, Virginia
JOHN CONYERS, Jr., Michigan

MICHONE JOHNSON, Chief Counsel
DANIEL FLORES, Minority Counsel

1)



CONTENTS

MAY 5, 2009

OPENING STATEMENTS

The Honorable Steve Cohen, a Representative in Congress from the State
of Tennessee, and Chairman, Subcommittee on Commercial and Adminis-
Erative LawW  ooeeoiiiiiiie e s

The Honorable Trent Franks, a Representative in Congress from the State
of Arizona, and Ranking Member, Subcommittee on Commercial and Ad-
MINISErative Law .....oooiiiiiiiiiiiicccete e

The Honorable Henry C. “Hank” Johnson, Jr., a Representative in Congress
from the State of Georgia, and Member, Subcommittee on Commercial
and Administrative Law ......ccocccooeiiiiiiiiiiiii e

The Honorable Lamar Smith, a Representative in Congress from the State
of Texas, and Ranking Member, Committee on the Judiciary ..........ccccoc.....

The Honorable Daniel Maffei, a Representative in Congress from the State
of New York, and Member, Subcommittee on Commercial and Administra-
BIVE LIAW ettt ettt e et e et e et

The Honorable Howard Coble, a Representative in Congress from the State
of North Carolina, and Member, Subcommittee on Commercial and Admin-
ISErative LaW  .ooooiiiiiiee et

The Honorable Darrell E. Issa, a Representative in Congress from the State
of California, and Member, Subcommittee on Commercial and Administra-
BIVE LIAW ettt ettt ettt et e et e e et

WITNESSES

Michael D. Donovan, Esq., National Association of Consumer Advocates
Oral TESTIMONY  ...oeiiiiiiiiiiieeeiieeeeitee et e ete e et e e esteeeesbeeessbaee s sreesssnsaeesssneeennseens
Prepared Statement .........cccccvieeciiieiiiieeceeeee e e e
Richard H. Frankel, Esq., Drexel University Earle Mack School of Law
Oral TESTIMONY  ...oeiiiiiiiiiiieeeiieeeeitee et ee et e et e e esteeeesabeeessbaee s araessnsaessnsseeennseens
Prepared Statement .........ccccceieeciiieeiiiiiecieeecee et e e e araeas
Christopher R. Drahozal, Esq., University of Kansas School of Law
Oral TESTIMONY  ...ooiiiiiiiiiiieeeiiee et ettt e et eeste e e e beeessbaee s ebeeesnsaessssseeennseens
Prepared Statement ..........cccceieeeiiiieiiiieccieeecre et eraeas
David Arkush, Esq., Public Citizen
Oral TESTIMONY  ...oeiiiiiiiiiiieeeiieeeeieee ettt e et e e e ste e e e sbeesssbaee s ebeessnseessssseeennseens
Prepared Statement .........cccccceieeciiiieiiiiecceeee e et

APPENDIX

MATERIAL SUBMITTED FOR THE HEARING RECORD

Response to Post-Hearing Questions from Michael D. Donovan, Esq., National
Association of Consumer AdVOCAtes ......cc.ovveeriiiiiiiiiieiieieeeeeeeee e
Response to Post-Hearing Questions from Richard H. Frankel, Esq., Drexel
University Earle Mack School of Law .......cccccecvviiiiiiiiniieiiiieeceeeeieeeeeee e
Response to Post-Hearing Questions from Christopher R. Drahozal, Esq.,
University of Kansas School of Law .......ccccoeecieiiiiiiiniiieieiccieeeceeeeeee e
Response to Post-Hearing Questions from David Arkush, Esq., Public Citizen

(I1D)

Page

11

99
101

121
123

139
141

176
181

185
191






FEDERAL ARBITRATION ACT: IS THE CREDIT
CARD INDUSTRY USING IT TO QUASH
LEGAL CLAIMS?

TUESDAY, MAY 5, 2009

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON COMMERCIAL
AND ADMINISTRATIVE LAW,
COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Subcommittee met, pursuant to notice, at 10:10 a.m., in
room 2141, Rayburn House Office Building, the Honorable Steve
Cohen (Chairman of the Subcommittee) presiding.

Present: Representatives Cohen, Delahunt, Maffei, Lofgren,
Johnson, Scott, Franks, Jordan, Smith, Coble, and Issa.

Staff Present: (Majority) Norberto Salinas, Counsel; Adam Rus-
sell, Professional Staff Member; and (Minority) Daniel Flores,
Counsel.

Mr. CoHEN. This hearing of the Judiciary Subcommittee on Com-
mercial and Administrative Law will now to come to order.

Without objection, the Chair will be authorized to declare a re-
cess of the hearing.

I will now recognize myself for a short statement.

Within the last year, we have seen an increase in foreclosures
and job losses and a drop in value of retirement accounts. Several
congressional Committees have held hearings to determine what
caused the economic downturn and what impact the downturn has
had on consumers, workers, and businesses.

This Subcommittee recently held a hearing to examine whether
the credit card industry’s practices are bankrupting Americans. We
heard testimony from witnesses that excessive fees and interest
rates, unilateral change in term provisions and changes in credit
limits have exacerbated the burden borne by credit card debtors.
The growing burden, we learned, has pushed some debtors into
bankruptcy.

Just last week, Congress passed the Credit Cardholder’s Bill of
Rights Act in an attempt to shield cardholders from some of the
most outrageous practices of the credit card industry. Some of
these practices have hindered some cardholders’ ability to weather
this downturn.

Today’s hearing will focus on arbitration and how its use has im-
pacted consumers, specifically credit cardholders. Nearly every
credit card issuer includes an arbitration agreement in their terms
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of use of contracts with cardholders. Arbitration agreements were
initially used to free up the courts from an increasingly heavy
docket and to allow quicker resolution of the dispute. However, the
use of arbitration has expanded from simply involving disputes be-
tween commercial parties to issues between consumers and busi-
nesses, employees and employers, shareholders and corporations.

As arbitration has increased in popularity, what was once a
choice has become a mandatory more or less adhesion part of a con-
sumer contract. In effect, according to the 2004 survey, one-third
of all major consumer transactions are covered by mandatory arbi-
tration clauses; and despite all the benefits of arbitration, manda-
tory arbitration agreements may not always be in the best interest
of the consumer.

This hearing will provide Members of the Subcommittee the op-
portunity to hear testimony about the credit card industry’s use of
arbitration to resolve disputes with cardholders. We will hear from
some witnesses who will speak in favor and some who will speak
against.

We will also hear testimony about studies which analyzed arbi-
tration decisions concerning credit card disputes and how those de-
cisions impact the credit cardholder; and Members will consider
whether the inclusion of arbitration clauses is beneficial to the
credit cardholders or do these clauses simply place an additional
burden on the cardholders, many of whom are barely keeping up
]ronﬁrtgage or rent payments, insurance premiums, and credit card

ills.

So today’s testimony and hearing is quite relevant to the distress
that many in America are experiencing. Accordingly, I look forward
to hearing today’s testimony.

I now recognize my colleague from Arizona, Mr. Franks, the dis-
tinguished Ranking Member of the Subcommittee, for his opening
remarks.

Mr. FRANKS. Well, thank you, Mr. Chairman; and thank you for
calling the hearing.

Arbitration is indeed an important topic. We examined it more
than once in the 110th Congress, and I would confess that my
working conclusion from those hearings is that the theory and evi-
dence both show that arbitration is working well for consumers and
that our overburdened court system needs the arbitration system
as a vital relief valve. And I therefore am of the view that if we
are going to even consider doing anything to reform the arbitration
system this term, including with regard to credit card arbitration,
we need to do more oversight and ask more questions about wheth-
er that is truly needed.

The issue of credit cards and arbitration is a good example of our
need for more information. We last considered this specific issue in
June of 2007 during our initial hearing on mandatory binding arbi-
tration. At the end of our hearing, there were numerous important
open questions. We were able to consider only some of those that
might bear on whether reform on the system makes sense.

The first set of questions was about what really is happening in
consumer cases that go to mandatory binding arbitration. Are con-
sumers doing well there compared to litigation? Do they receive a
fair process? Do they receive timely results? Do they face excessive
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costs? Are they satisfied with the process, with the system, and the
outcome? If there are shortcomings in these areas, are there things
we can do to improve mandatory arbitration, rather than to just
eliminate it?

A second set of questions concerned voluntary arbitration. If we
restrict mandatory binding arbitration, will consumers and busi-
nesses be able to use it instead of litigation? Or, instead, will one
side or the other inevitably see that litigation gives it the upper
hand in such cases if a dispute arises, leading requests for vol-
untary arbitration to fall on deaf ears? And will the parties who
have had the advantage in litigation usually be the businesses
which typically have time and money on their side?

Another important set of questions concerns that very alternative
to arbitration which is, of course, litigation, particularly class ac-
tion litigation. For example, can litigation possibly compete with
arbitration in its ability to deliver at least some reasonable justice
promptly? Will litigation attorneys even take the small-money,
small-fee cases that make up so much of the case load in arbitra-
tion? And, if they don’t, won’t that leave millions of working poor
Americans with no recourse to justice at all?

More poignantly, with regard to class actions, does the history of
class actions in producing pro-plaintiff awards that are little more
than peanuts give us any confidence that class actions pave a bet-
ter path to justice than arbitration? And what does the class action
corruption review about the Milberg Weiss scandal tell us? This is
where, Mr. Chairman, where prominent class action lawyers were
convicted for essentially buying and selling fake evidence and wit-
nesses in class actions. Shouldn’t we investigate the corruption of
the class action system to the bottom before we hand another huge
][O)or:c)ion of this country’s disputes over to the class action plaintiff’s

ar?

I could go on, Mr. Chairman, but I suspect that you see the
point. There are many, many questions that we must ask, both
about arbitration and litigation, before we can reasonably entertain
proposals to expand the litigation system at the expense of the ar-
bitration system; and, of course, I am as always eager to hear more
information today. I expect that much of that will confirm our al-
ready strong reasons to believe that arbitration is often better for
consumers and certainly typically no worse than litigation.

And I reserve the balance of my time, it says here, Mr. Chair-
man.

Mr. COHEN. So reserved. I thank the gentleman for his state-
ment.

I now recognize the distinguished Subcommittee Chairman from
the great State of Georgia, Mr. Hank Johnson, a distinguished
Member of the Subcommittee, for an opening statement.

Mr. JoHNSON. Thank you, Mr. Chairman; and it is always a
pleasure to come back and learn so much from you. I have been
sitting at your knee for a long time and listening carefully, so——

Mr. COHEN. You have 7 minutes.

Mr. JOHNSON. All right. And I hope you will continue to allow me
to gain some experience, Mr. Chairman.

Ladies and gentlemen, the Federal Arbitration Act, is the credit
card cndustry csing the act to slam shut the courthouse door for
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users? That’s our topic today. And, Mr. Chairman, forced arbitra-
tion has been a concern of mine for some time; and I firmly believe
that Congress must act in this instance to protect consumers.

Credit card users are certainly subject to forced arbitration as
employees, cell phone users, and franchisees. My legislation, H.R.
1020, the “Arbitration Fairness Act of 2009,” seeks to correct this
unfair practice where consumers are forced to sign pre-dispute
mandatory arbitration clauses. In the last Congress, we had 103 co-
sponsors of the bill. This time we have got almost 60.

One of our indelible rights is the right to a jury trial. Guaranteed
by the United States Constitution, this right has been gradually
eroded through forced arbitration agreements. Just by taking a job
or buying a product or service, individuals are required to give up
their right to go to court if they believe that they are harmed by
the company. According to a recent study, roughly three-quarters
of Americans incorrectly believe they could sue an employer or
company should they be harmed or have a major dispute that
arises, even when they are bound by forced arbitration.

Businesses defend these forced arbitration agreements by argu-
ing that it is cheaper, more informal, and results—an expedited
process is the result. But these agreements leave consumers, em-
ployees, and small businesses at a distinct disadvantage.

However, the Arbitration Fairness Act does not forbid arbitration
clauses. It merely prevents forced pre-dispute arbitration clauses.
Consumers may still opt to arbitrate a dispute with a company but
only when that consumer determines that it is the appropriate
forum at the time the conflict arises and certainly not before.

Forced arbitration appears fair on its face. What could be wrong
with being judged by a neutral arbitrator picked by both sides?
That’s only half the story, though, ladies and gentlemen. Arbitra-
tors tend to favor what we call “repeat players.” These are the peo-
ple who impose the pre-dispute mandatory arbitration on con-
sumers; and so it is not the consumers that refer the business to
these arbitrators, it is the businesses. And so they tend to be pre-
disposed, of course, to serve the one that pays them. And that’s
only human nature.

Arbitration is also expensive, and individuals still must pay exor-
bitant legal fees for the ability to go into an arbitration process
which is stacked against them. These arbitration proceedings may
be called 4-, 5,000 miles away from where you live or where the
dispute arose. You have got to pay for travel expenses, going out
there, hotel expenses.

Arbitration can also be difficult for individuals to navigate. So,
oftentimes, you do need an attorney. And, by the way, the cor-
porate attorneys get paid by the hour; and so I think we should
have tort reform with respect to the hourly fees that are charged
by these lawyers for commercial interests. And I certainly have no
problem with lawyers. I am a lawyer myself; and some of my best
friends are lawyers—and lawyers on both sides, by the way, de-
fense and plaintiffs.

Importantly—I guess most importantly, Americans are not even
aware that they are signing these clauses because they are written
in “legalese” and buried in fine print.
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Mr. Chairman, once again, thank you for holding this hearing;
and I will yield back

Mr. CoHEN. Thank you, Mr. Johnson.

Is there somebody on this side that would like to make an open-
ing statement?

I recognize the distinguished gentleman from the Alamo, San An-
tonio, the Ranking Member of the full Committee, Mr. Lamar
Smith.

Mr. SmiTH. Thank you, Mr. Chairman.

Let me confess at the outset to having a little bit of a vested in-
terest in the subject today. Long ago and far away, when I was a
County Commissioner in San Antonio, Texas, the City of the
Alamo, I started the Bexar County Mediation Center, and it has
grown and prospered and is considered a real success. So I do be-
lieve in that concept to a great extent.

Mr. Chairman, arbitration is vital to this Nation’s dispute resolu-
tion system. Consistent with fundamental American values, it is
fair, low-cost, and easily accessible. It is a beneficial addition to our
civil courts which are overburdened, understaffed, and clogged with
abusive lawsuits. Further, unlike litigation, it tends to avoid, rath-
er than hasten the destruction of commercial relationships.

Advocates of more litigation, particularly the plaintiff’s class ac-
tion bar, have long sought to eliminate arbitration. Theirs is large-
ly an effort to stamp out the competition that arbitration poses to
litigation attorneys.

Today’s hearing might also be called a Hearing on Efforts to Void
the Federal Arbitration Act: Are Trial Lawyers Trying to Stifle
Competition? I hope that is not the case. But bills are pending in
Congress to wipe out large areas of arbitration. They are backed
by the plaintiff’s trial bar; and they are contrary to the clear and
growing evidence that consumer arbitration works, is fair, and
should be preserved.

Not only that, there is growing evidence that arbitration works
better than litigation. One of the witnesses at today’s hearing, for
example, has just released an important, nonpartisan, peer-re-
viewed study on consumer arbitration. That study, Consumer Arbi-
tration Before the American Arbitration Association, confirms that
arbitration works and works fast for the consumer. It produces mu-
tual settlements or voluntary dismissals in a large share of cases.
Consumers win relief in most cases they file. There is no proof that
companies are favored over consumers.

Arbitration provides a predictable and low-cost alternative to liti-
gation, particularly a class action litigation with its runaway jury
awards. That, in turn, lowers the costs of goods and services; and
in this economy, what consumers need are lower cost goods and
services, not class action lawyers.

In the credit card sector, lower cost goods and services means
more accessible consumer credit at lower interest rates. We should
do everything we can to preserve what makes credit cheaper and
more valuable in today’s economy.

President Obama, less than 2 weeks ago, highlighted the urgent
need to make more consumer credit available. He also urged credit
card companies to make their contract terms more understandable
and more transparent, and he expressed support for curbing some
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credit card practices alleged to be abusive. But he did not identify
credit card arbitration as an abusive practice, nor did he make any
suggestion that we should prohibit it.

The preservation of arbitration is consistent with sound economic
principles and traditional American values of freedom of contract
and self-reliance. If we act contrary to these principles and values,
who will benefit? Consumers will not benefit. They will lose access
to both a fair means of dispute resolution and cheaper credit. The
court system will not benefit. It will be overloaded with cases that
arbitrators can resolve more rapidly and less expensively. Tax-
payers will not benefit. They will have to shoulder the burden of
the court systems’ increased demand for resources.

Not even plaintiffs in the new and unnecessary litigation that
trial lawyers seek will benefit in the end. It will take longer for
them to recover remedies. Their relationships with good companies
too often will be sacrificed, and the class actions that anti-arbitra-
tion interests promote too often pay pittances in damages or noth-
ing at all.

So who will benefit? Mainly, it will be class action plaintiffs’ law-
yers who squeeze millions of dollars in fees from their clients’
cases.

Let’s not let today’s hearing mark the day we begin to throw an-
other log on that fire of citizen outrage by sacrificing our arbitra-
tion system to the special interest of trial lawyers.

Mr. Chairman, you have been very gracious with the time, and
I yield back.

Mr. CoHEN. Thank you, Mr. Smith. I appreciate your statement.

Now I would like to recognize a distinguished first-year Member
from the State of New York, unlike Mr. Johnson, not a lawyer but
a holder of a credit card, Mr. Maffei.

Mr. MAFFEL Thank you, Mr. Chairman.

Though I must point out to you I cut up my credit card on the
floor of the House last week, so—actually, I do have two. My wife
wants me to cut up the other one as well.

I commend you for holding this hearing, and I do want to thank
the witnesses for being here today. And I want to be clear that I
do not oppose the concept of arbitration.

Indeed, Mr. Smith just brought up a very good point. When used
appropriately, arbitration can be an extremely useful and effective
tool as it offers an ability to settle cases much quicker at a lower
cost. However, we do not currently have a level playing field right
now; and we must be here and do this kind of hearing to address
some of these problems.

The credit card industry, in my view, is one example where busi-
nesses have understood the benefits of arbitration and have nearly
uniformly included binding arbitration agreements and their con-
tracts. Unfortunately, many have gone beyond the congressional in-
tent of the Federal Arbitration Act and abused the system, effec-
tively tilting the scales of justice unfairly in their favor.

As an example, I would like to tell the story of Anastasia
Kamarova, a constituent of mine who was wrongfully hurt by
forced arbitration. In February of 2005, she started getting phone
calls from debt collectors about a delinquent credit card balance.
But what is strange is that she did not even have a card with that
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company. In fact, when the card was issued, she hadn’t owned any
credit cards at all. It turned out that the credit card company had
the wrong Anastasia, who spelled her name a little differently.

The debt collector continued to pursue the issue, and she was
asked to appear before a private arbitrator in Minnesota. Anastasia
tried to convince the debt collector that they were targeting the
wrong person, but they did not seem to care, and a judgment of
over $11,000 was made in favor of the company in this case. This
judgment immediately became enforceable in court, even without
Anastasia having a chance to defend herself.

Under the Federal Arbitration Act, a court would not be able to
reexamine the decision, even though it was clear that she was a
victim of mistaken identity or perhaps even identity theft.

So this hearing comes on the heels of the Credit Cardholder’s Bill
of Rights. For far too long, the scales have been tilted in the direc-
tion of the companies. This, in my opinion, is in large part due to
the ridiculously broad contracts that virtually all credit card
issuers issue that include these arbitration clauses. Indeed, very
few of us can say we understand our credit card agreements; and
those of us that can say usually understand that they give almost
all of the power to the issuers.

I do believe that it is appropriate to have a lawyer when you are
buying a house, when you are purchasing a house. But none of us
who are not lawyers should need a lawyer there just to get a credit
card.

Arbitration was intended to improve access to justice, and we
should work to keep it that way and not make it yet another tool
to collect money from consumers like Mrs. Kamarova.

I look forward to the testimony from our panel and I thank the
Chairman for holding this important hearing, and I yield back the
balance of my time.

Mr. CoHEN. Thank you. Appreciate your statement.

Without objection, the rules of the Subcommittee are in place
that all Members who make opening statements have to stay for
the entire hearing.

Without objection, that is done.

I now recognize Mr. Coble for an opening statement.

Mr. CoBLE. Thank you, Mr. Chairman. I will be very brief.
Thank you for calling this hearing.

Mr. Chairman and colleagues, one criticism that has been
brought to my attention alleges that arbitrations are biased; and
I would like to hear from the witnesses if they aware of any study
or empirical data that would confirm or reject the notion that only
arbitrators favorable to the credit card industry oversee these cases
on the one hand or, conversely, whether arbitrators favorable to
credit cardholders or consumers oversee these cases.

And with that, Mr. Chairman, I yield back the balance of my
time.

Mr. CoHEN. Thank you, Mr. Coble.

Is there anybody else on the Democratic side who would like to
make an opening statement?

If not, anybody on the—Mr. Issa is recognized.

Mr. IssA. Thank you, Mr. Chairman.
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And I, too, am both not a lawyer and have a credit card. But un-
like some people, perhaps, I have also been on both sides of arbitra-
tion. Arbitration has gotten it right, and then also I have lost. We
will consider those, when arbitration got it wrong. But I am an ad-
vocate for arbitration.

But more importantly here today, I hope to hear from the wit-
nesses how, in fact, we on the dais seem to have the hubris and
those in the White House seem to have the hubris to believe that
we can overturn 200 years of contract precedent, that, in fact, what
we are talking about here today is depriving an arm’s-length rela-
tionship between somebody who will extend money to someone with
virtually no collateral or no collateral, in most cases, in return for
simply a promise that they will pay it back under the terms that
they’re offered.

In addition to being a credit cardholder, I am the former CEO
of a company that expanded our sales by huge amounts based on
the reliance on credit card companies. Many of my customers, al-
though all businesses, used their credit cards to extend their credit,
sometimes as much as $100,000 in credit cards that they would run
up in purchases of my company’s products.

I signed a contract. I didn’t like the contract because the contract
left the credit cardholder in a position where they could dispute a
bill and I would be immediately debited back. Ultimately, we had
a system of arbitration if we felt that was unjust, but in fact that
was part of the deal. We accepted that because it expanded our
business, and we did so voluntarily and entered into the many con-
tracts. My companies that bought my products entered into their
contracts.

What we are talking about here today is preempting the ability
for companies to offer a contract and individuals to choose that con-
tract. We do so at our peril.

Just as I believe the preemption of bankruptcy in the Chrysler
case and a great many other things today cause people around the
world to question whether we are, in fact, a constitutional republic
where the rule of law is predictable or whether or not we will sim-
ply, from time to time, for convenience, intervene with contracts
longstanding.

With that, I yield back.

Mr. CoHEN. Thank you, Mr. Issa.

If there are no other Members seeking to make an opening state-
ment, they may submit a statement to be entered into the record.

I am now pleased to introduce the witnesses and hear their testi-
mony for today’s hearing. Thank you all for participating in today’s
hearing. Without objection, your written statement will be placed
in the record; and we ask that you limit your oral remarks to 5
minutes.

You will note we have a lighting system here. Red is the end, yel-
low you have got a minute to go, and green you're on your phone
for 4 minutes.

After each witness has presented his or her testimony, Sub-
committee Members will be permitted to ask questions, also subject
to that 5-minute limitation.

Our first witness is Michael Donovan. Mr. Donovan is a founding
member of the law firm Donovan Searles. Following graduation
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from Vermont Law School, Mr. Donovan was a trial attorney with
the SEC in Washington, prosecuted numerous securities cases and
enforcement matters, including injunctive and disciplinary actions
against public companies, broker dealers, and accounting firms. He
has co-authored many publications, including Preserving Judicial
Recourse for Consumers: How to Combat Overreaching Arbitration
Clauses.

Mr. Donovan has appeared as a faculty member and speaker at
the ABA’s Class Action Forum, the Consumer Credit Regulation
Forum of the New Jersey Bar, National Consumer Rights Litiga-
tion Conference sponsored by the National Consumer Law Center,
is a member of the ABA and the Chair of the Consumer Law Sub-
committee of the ABA Litigation Section’s Class action and Deriva-
tive Suit Subcommittee. He is also the former Vice Chair of the Na-
tional Association of Consumer Advocates and an active member of
the Trial Lawyers for Public Justice.

And I guess all that makes you a plaintiffs’ class action lawyer.
Thank you, Mr. Donovan. You may begin your testimony.

You need to press a button, I guess. Is that the button? You need
to turn on the clock.

TESTIMONY OF MICHAEL D. DONOVAN, ESQ.,
NATIONAL ASSOCIATION OF CONSUMER ADVOCATES

Mr. DONOVAN. Let me start by answering directly the question
presented by the title for this Subcommittee hearing. Yes, the cred-
it card industry is using forced arbitration and the Federal Arbitra-
tion Act to quash legal claims by ordinary consumers that are in
each of your districts.

Congress must pass the Arbitration Fairness Act sponsored by
Congressman Johnson in order to stop the misuse of Federal law
to deny the due process rights of my clients and every one of the
American citizens represented by this panel.

In 2007, I appeared before the Senate Banking Committee to dis-
cuss the problems with the credit card industry. I described the
many abuses imposed upon my clients and your constituents by the
unfair practices of the credit card industry.

Let me point out, Congressman Issa, that the one difference be-
tween the credit card contract and 200 years of contract law in this
country is that the credit card contract, unlike any other common
law contract with which we are familiar, includes a unilateral
change in terms provision that allows the stronger party, the party
with more power, to unilaterally change the terms of that contract
at any time, for any reason, to impose any penalty, charge, fee or
term that it wants; and the credit card companies have used this
abusive change in terms provision over and over and over again.

No other contract in American history has ever included that
type of unilateral change in term provision without notice. And the
card companies are using those provisions today to impose unfair
penalty rates, trip-wire pricing, tricks, traps, reverse promotional
offers, undermine promotional offers and, yes indeed, to impose un-
fair arbitration clauses in which they can sue and have sued my
clients in distant fora.

In fact, most of the credit card industry now uses an arbitration
forum that is, in fact, biased. It is biased because we know from
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arbitrators who have worked for this forum that it is a biased
forum. The name of the forum is the National Arbitration Forum.
It is located in Minnesota; and it frequently conducts unfair, on-
the-paper arbitrations in which it enters judgment unilaterally
against consumers, as Mr. Maffei’s constituent experienced. That
Forum unilaterally entered a mistaken arbitration award against
his constituent when, in fact, that constituent never even had a
contract allowing that Forum to perform arbitration.

Now, is that a unique experience? Does that happen rarely, infre-
quently? It happens every day. The Web sites are littered with tens
of thousands, hundreds of thousands of complaints about credit
card practices, abuses, deceptive misconduct.

Let me start with an example. One example is the notorious In
Re Providian Bank. Its credit card portfolio was purchased by
Washington Mutual. It is now owned in part by JPMorgan Chase.

What did Providian Bank do? Well, Providian Bank was the tar-
get of a class action litigation. Yes, I was involved in the class ac-
tion litigation. Guess what the class action litigators found in liti-
gating this frivolous case? The reality of it is is what they found
was that Providian Bank had embedded in the bar codes of its re-
turn payment information, those bar codes on the bottom that you
send your check in with, intentionally embedded the wrong zip
code in order to ensure that the payments cardholders sent in
would be late so that Providian could increase its late fee revenues.
That is what the class action lawyers found.

And Providian Bank, the reason why they did that was because
Providian had already sold off its rights to the interest that people
would pay on those credit card receivables. But for the late fees,
Providian got to keep those as revenues and could report them to
their shareholders as higher revenues.

So this is what the class action lawyers found, was that this con-
scious deceit, fraud, deception, was performed by Providian on its
own cardholders. Why did it perform this? To increase its revenue,
inflate its stock price, and award higher bonuses to all these Wall
Street titans. That is what Providian did.

What happened in the Providian case? Well, the class action was
settled for $105 million. Yes. On a per member basis, is that a lot
of money? Do people only get back $30? Sure they only get back
i$30 ?ecause that is how much they were overcharged. That was the
ate fee.

They also had to pay penalties because the OCC, their regulator,
came in late. The OCC has been an abomination. They do not regu-
late banks. They are owned by the banks. In fact, the banks pay
almost all of their budget. In fact, people choose

I am over my time. I am sorry.

Mr. COHEN. Mr. Donovan, somehow or another, you didn’t get to
go to yellow. So what we will do is split the difference and give you
30 seconds.

Mr. DONOVAN. Very good, and I apologize. Congressman, it is my
temptation as a trial lawyer to call just about everybody Your
Honor. So if you will permit me that informality:

Mr. COHEN. You are down to 17 seconds.

Mr. DONOVAN. In any case, the fact of the matter is, in the ab-
sence of class actions for these small value claims in which con-
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sumers cannot ever gain access to court, you will have tens of thou-
sands of credit card companies continuing to engage in massively
abusive practices which everyone in the United States knows is on-
going and will continue to be ongoing, particularly with arbitration.

Thank you.

Mr. CoHEN. Thank you, Mr. Donovan. I appreciate your testi-
mony and your appellation.

[The prepared statement of Mr. Donovan follows:]
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INTRODUCTION

Chairman and members of the Committee, thank you for the opportunity to speak
about some of the current abuses in the credit card industry and to describe the problems
and experiences of the everyday consumers I represent in Pennsylvania and elsewhere.
This testimony also is presented on behalf of the National Association of Consumer
Advocates.'

T started my career in 1984 as a trial and appellate attomey at the Securities and
Exchange Commission here in Washington, D.C. After working at the Commission, 1
entered private practice at a firm in Philadelphia, PA. Since about 1993, I have
concentrated my practice on consumer matters, which has included cases challenging
credit card company practices, cases against debt collectors for violations of the Fair Debt
Collection Practices Act, cases against predatory lenders for unfair and deceptive lending
practices and cases against finance companies for bait and switch schemes and illegal
loan packing.

1 argued before the U.S. Supreme Court in the case of Smiley v. Citibank, which
concerned whether late fees are “interest” under the National Bank Act. I also obtained a
landmark decision from the Third Circuit Court of Appeals in Rossman v. Ileet Bank,
holding that the Truth in Lending Act prohibits bait and switch marketing schemes and
does not allow a credit card issuer to change a “No Annual Fee” card to an annual fee

card, at least within the first years after the card was issued. I am one of the co-chairs of

! The National Association of Consumer Advocates (NACA) is a non-profit

corporation whose members are private and public sector attomeys, legal services
attorneys, law professors, and law students, whose primary focus involves the protection
and representation of consumers. NACA’s mission is to promote justice for all
consumers.
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the Consumer Law Subcommittee of the American Bar Association’s Litigation Section
and 1 am a former chair of the National Association of Consumer Advocates.

REAL WORLD CREDIT CARD NIGHTMARES

In February 2007, I appeared before the Senate Banking Committee where I
described several of the real world credit card nightmares my clients had encountered.
Rather than repeating that testimony here, allow me to catalogue a number of the
widespread abuses engaged in by nearly all if not all of the credit card issuers in the past
ten years. I believe this list will make it abundantly clear that the credit card industry has
used and is using forced arbitration and the Federal Arbitration Act not to resolve
disputes cheaply, quickly and informally but instead as a “get of jail free card” that
effectively immunizes the industry from any realistic scrutiny or restitution for its illegal
practices. As courts, commentators and consumers have all recognized, Congress must
step in to eliminate this misuse of the Federal Arbitration Act by passing the Arbitration
Fairness Act, HR 1020, as soon as possible.

In re Providian Credit Card Class Actions. The poster child for credit card abuse
is Providian Bank, whose credit card portfolio was acquired by Washington Mutual and
is now owned in part by JP Morgan Chase. In the late 1990s, consumer advocates and
class action lawyers filed cases alleging that Providian had charged customers for various
fee-based products without getting customer consent. See, e.g., In re Providian Financial
See. Litig., 152 F. Supp. 2d 814 (E.D. Pa. 2001); see also In re Providian Credit Card
Cases, 2003 WL 23002628 (Cal. App. 1* Dist. 2003). Among other things, Providian
charged for credit protection insurance, which it claimed would help hospitalized or

unemployed customers avoid credit card payments, without receiving customer consent
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for the product. It also failed to post payments in a timely manner, imposed late fee
charges when the payments were not late, failed to provide promised promotional rates to
balance transfers, reneged on promised minimum payment terms and aggressively steered
credit card customers into subprime home equity loans. During the course of the
litigation, the class action lawyers discovered that Providian intentionally had embedded
the wrong zip code into the bar codes for the return bill payment envelopes to ensure that
customer payments would be delayed and thereby increase the late fee revenues
Providian could charge and collect. Eventually, Providian settled these claims along with
claims that were asserted by the San Francisco District Attorney’s Office and the Office
of the Comptroller of the Currency. Providian agreed to pay $105 million in restitution
cash and credits to settle the class actions and $200 million to settle the regulator claims.

Rossman v. Fleet Bank, 280 F.3d 384 (3d Cir. 2002). Fleet Bank, which
eventually became Sovereign Bank, solicited new credit card customers by mailings and
other solicitations that promised a low rate and “no annual fee.” Within months after
consumers signed up for and started using the card, Fleet sent around a “change in terms”
notice stating that it would charge an annual fee in the next billing statement. A number
of class actions were filed, and the Court of Appeals in Philadelphia eventually ruled that
Fleet had engaged in a “bait and switch” scheme by using its “change in terms” clause to
contradict the express commitment it had made in the credit card solicitation. Fleet
settled these claims by agreeing to reimburse and credit the annual fee it had improperly
charged and collected from cardholders.

In re Advanta Credit Card Class Actions. Advanta is another aggressive credit

card issuer that was forced to change its practices by class action litigation. Advanta had
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promised a guaranteed fixed rate of 9.9% on its credit cards. Despite that guarantee, it
unilaterally increased the purportedly “fixed rate” to 17%. After class lawsuits were
filed, Advanta agreed to settle for $11.75 million in restitution and credits paid to the
cardholders.

Spark v. MBNA. MBNA is another credit card issuer that changed at least
some of its practices in response to class action litigation. Like many credit card issuers,
MBNA offered low promotional rates to cardholders for balance transfers. The low
promotional rates would apply to the transfers while higher, normal rates would continue
to apply to purchases on the card or on fees charged to the card. MBNA did not disclose,
however, that it would apply payments made by the cardholder first to the lower rate
balances and then to the higher rate balances. The economic effect was to nullify the
financial benefit of the promotional rate, as the higher rate balances would grow under a
higher rate, at least until the balance transter was paid off. Again in response to class
litigation, MBNA changed this practice and paid restitution to the cardholders who were
misled by this marketing trick.

Yu v. Signet Bank. Signet Bank, which ultimately became Capital One, was
one of the first credit card issuers to engage in the due process violation known as
“distant forum abuse.” Relying on the Virginia choice of law clause in its credit card
agreement, Signet would file debt collection cases in Virginia against thousands of
consumers residing in California, Washington state and other distant locales. Naturally,
Signet would obtain a default judgment against the cardholder, which it would then use to
obtain a wage and or tax return garnishment. By engaging in this abuse, Signet

effectively prevented cardholders from disputing the claims. In 2003, a California
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appeals court found that valid class claims had been asserted against Signet for engaging
in deceptive debt collection practices. Signet, now Capital One, eventually settled the
claims for significant monetary payments and credits to the affected class members.
Notably, many card issuers are now using arbitration before the National Arbitration
Forum as another form of “distant forum abuse” for the collection of credit card debts.
This is an even more severe problem, because victims of identity theft have been caught
up in this abusive form of debt collection and have been unable to defend themselves.

In re Chase Bank Check Litigation. Dozens of class actions have been
filed against Chase alleging breach of contract and Truth in Lending violations in
connection with its promotional rate offers. According to the consumers, Chase promised
a low promotional rate of 3.99% for the life of the balance owed for bank check transfers,
but then imposed a monthly account service fee and increased minimum monthly
payment terms which could only be reversed if the consumer agreed to a higher, non-
promotional rate on the transferred balance. While Chase represented that “Your APRs
will not be impacted by this change,” its own account statements reflected that the
effective APR went from “3.99%” before the change to “3,409.09%" after the change.
Class action suits are now awaiting consolidation by the Multidistrict Litigation Panel.

American Express Flight Insurance Premium Cases. For many  years,
American Express offered flight and baggage insurance for a relatively small charge
added to the card account for travelling American Express cardholders. When flights and
travel were cancelled, however, AMEX would not reverse the charge even though no
insurable event or occurrence had or would arise. Given this refusal, a class action was

filed to compel AMEX to return the premium payments it unlawfully kept despite having
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provided no service or insurance. AMEX initially settled the class action, but the court
then concluded that AMEX had misled it. AMEX then attempted to compel arbitration
of the claims, which the Court rejected on the ground that AMEX had waived its right to
arbitration by engaging in litigation and attempting to settle the claims in court. See
Aviation Data, Inc. v. American Fxpress, 152 Cal. App. 4™ 1522, 62 Cal. Rptr. 3d 396
(Cal. App. 1% Dist. 2007).

Foreign Currency Conversion Cases. Class actions also have achieved
major changes in the way in which Visa, Mastercard and the bank card issuers charge
foreign currency conversion fees for overseas usage of credit cards. Again, dozens of
cases were filed alleging that card issuers had violated antitrust laws by agreeing to set
foreign currency conversion fees and terms in their membership agreements with Visa
and Mastercard. These fees and terms were not set in a competitive market and had no
relationship to the actual costs associated with a currency conversion. Visa and
Mastercard have agreed to settle these class claims, and final approval of the class
settlements is awaiting a decision by the federal district court in New York.

Merchant Interchange Fee Litigation. Small businesses and merchants have
also benefitted from credit card class actions. The Merchant Interchange Fee cases were
settled for over $3 billion, and forced the industry to drop its “accept all cards” requirement.
Wal-Mart was the lead plaintiff in those cases, see Wal-Mart Stores, Inc. v. Visa U.S.A.
Ine. (In re Visa CheekMasterMoney Antitrust Litig.), 280 F.3d 124, 140 (2d Cir. 2001)
(certifying merchant class), Wal-Mart Stores, Inc. v. Visa USA, Inc., 396 F.3d 96, 103 (2d

Cir. 2005) (approving class action settlement).
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Payment Posting Credit Card Class Actions. The Fair Credit Billing Act
and regulations issued under the Truth in Lending Act require credit card issuers to
promptly post a payment to the customer’s account as of the date of receipt. See 15
U.S.C. § 1666¢c; 12 CF. R. § 226.10. Despite this law, nearly every credit card issuer had
adopted payment posting practices that did not post payments on the day received if they
were received after a certain time in the day, such as 1:00 p.m., for example, or even as
early as 9:00 a.m. Although these deceptive practices increased late fee, overlimit fee
and finance charge revenues by millions of dollars for the banks, for any one customer
the practice typically resulted in only a small additional charge of about $30 and
unnecessary aggravation, which alone would be hardly enough to commence individual
suit or an individual arbitration. Dozens of credit card issuers were sued in class actions
over these illegal posting practices and were compelled to change the practice and
reimburse cardholders for the late fees and finance charges that were collected as a result
of the violations. See, e.g., Mangone v. Iirst USA Bank, 206 FR.D. 222 (S.D.IIl. 2001)
(approving $39 million settlement). In the absence of this class litigation, it is a virtual
certainty that the banks would have continued to ignore federal law. In fact, many banks
used arbitration as a primary defense to the claims.

Penalty Fees/Default Accounts/Unfair Change in Terms. Internet  web-
sites, blogs and forums reflect tens of thousands of consumer complaints about
fraudulent, unfair and deceptive practices by credit card companies. Among other things,
consumers complain that card issuers change the payment due dates or the payment P.O.
Box without notice, thus forcing late payments and the imposition of sky-high penalty

interest rates. They also complain that issuers fail to send out monthly billing statements,
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which again causes consumers to incur late and overlimit fees and confiscatory penalty
interest rate charges. Other complaints focus on the imposition of universal default
charges that have no relation to the cardholder’s payment history on the specific account
in question. The underlying theme in many of these complaints is that the credit card
industry is abusing the “change in terms” clause of the cardholder agreement to impose
trip-wire, spring-gun pricing that makes it impossible for even a conscientious consumer
to meet her obligations or to assess the true costs of credit.

Scores of commentators, academics and even a few industry veterans have
observed that the industry has become a “Frankenstein monster” addicted to “tricks and
traps” that make it impossible for honest market competitors to compete on a level
playing field. To protect this broken market, the credit card industry has turned to
arbitration to both deflect the attention of class action consumer advocates and reduce the
costs associated with the industries bad practices. Virtually every credit card issuer now
includes some form of forced arbitration clause in its credit card agreement. As one court
has observed with respect to the GM credit card, a banker “with a brief case can steal
more than a hundred men with guns.” See Atlantic Credit and Finance, Inc. v. Giuliana,
829 A2d 340, 344 n.3 (Pa. Super. 2003) (quoting Mario Puzo, The Godfather p. 51
(Putnam 1969)).

HOW THE CREDIT CARD COMPANIES USE FORCED ARBITRATION TO
DEPRIVE CONSUMERS OF DUE PROCESS AND ACCESS TO THE COURTS

Many credit card companies and debt buyers are now using forced arbitration
clauses to circumvent basic due process protections and to obtain default judgments
against consumers in distant forums. These debt collectors typically use a Minnesota

arbitration company, the National Arbitration Forum (“NAF”), to rubber stamp their
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unsubstantiated debt collection claims. As detailed in the attached materials, the NAF is
a more than willing participant in these schemes because it has been paid millions in fees
by the credit card companies and has even marketed its services as way to increase
recoveries from allegedly defaulted debts.

Let me explain some of the real world problems from this feudal if not corrupt
NAF system of debt collection by sham arbitration. With judicial debt collections there
are well-established rules that assure proper service of process, notice, an opportunity to
be heard, an opportunity to appeal and an opportunity to vacate clearly improper
judgments. These requirements put the burden on attorney debt collectors to ensure that
they have the right party, that process has been properly served and that evidence
supporting the claim and the calculation of the debt owed has been assembled and will be
presented to the court before judgment can be entered. These well-established systems
and processes have engendered confidence in consumers and creditors alike, serving the
country well for more than a century.

With debt collection by forced arbitration, the rules — to the extent they exist — are
unenforceable, biased and easily circumvented by repeat player debt buyers, debt
collectors and their captive arbitration providers. Proof of service of process, for
example, is not filed with a court; it is filed with the arbitration provider to whom the
debt collector has just paid an arbitration fee. When the credit card debtor fails to
respond to the alleged claim, the NAF simply enters a default award in favor of the credit
card company, which is then enforceable in court without the consumer having any
chance to defend. Under the Federal Arbitration Act, a court cannot reexamine this

decision, even if the alleged debtor was a victim of identity theft who never received the
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original arbitration demand, never signed any arbitration agreement and never had any
true connection to the alleged debt.

This very scenario has played out thousands of times throughout the country. For
example, one credit card company obtained default judgments against dozens of
consumers from the NAF that they attempted to have enforced by the Pennsylvania
courts. The state courts found that the method of service for the arbitrations and the
distant forum did not comply with basic due process rules, analogizing the arbitrations to
long-outlawed confessions of judgment. The courts then proposed and adopted a rule
requiring such collection matters to first be filed in court. Instead of complying with this
rule, the credit card companies are now asking the federal courts to enforce their default
arbitration awards. The credit card companies are even arguing that the Federal
Arbitration Act prohibits federal courts from examining whether NAF or the creditor
claimants actually complied with due process.

Other courts have concluded that the prohibition of class actions is
unconscionable. 1n truth and in economic reality, few if any consumers can take on an
allegedly deceptive credit card practice individually. The stakes are just not high enough
for any one consumer, and the time commitment alone far outweighs any potential
economic award. No lawyer can handle an individual consumer credit card complaint,
because his or her factual investigation will nearly always exceed in time and money the
amount that could be recovered for the individual consumer.

CREDIT CARD COMPANIES HAVE CONSPIRED TO INCLUDE FORCED
ARBITRATION IN ALL CARDHOLDER AGREEMENTS.

As a recent decision by the Second Circuit Court of Appeals recognized, virtually

all of the major credit card issuers mandate forced arbitration. See Ross v. American

10
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Lixpress Co., 547 F.3d 137 (2d Cir. 2008). They include this mandate in the fine print of
the cardholder agreement and typically specify the NAF as the required arbitration forum.
Industry participants had meetings, typically at bar association conferences, in which they
all agreed to include the forced arbitration clauses in their consumer contracts. Lawyers,
including those from the NAF, persuaded the card issuers to mandate arbitration
ostensibly to lower debt collection and litigation costs, prevent class actions, and blunt all
consumer and regulatory challenges to their marketing, payment application and default
fee practices.

FORCED ARBITRATION IS, IN FACT, FAR MORE EXPENSIVE FOR THE
CONSUMER CREDIT MARKET AND THE U.S. ECONOMY IN GENERAL.

Although card issuers and several courts have touted the purported speed,
efficiencies and lower costs associated with forced arbitration, the truth is that it is far
more expensive for consumers, the consumer credit market and the overall U.S.
economy. Forced arbitration hides important information from the marketplace and
unfairly exploits the lack of information consumers have or can obtain about their rights
and obligations. Forced arbitration enables card issuers to implement and perpetuate
unfair and deceptive card fee and collection practices without any risk of commensurate
cost or punishment. For example, card issuers can and have implemented unlawful
change of terms provisions, unauthorized or improper fees, and unsubstantiated
arbitration awards against non-debtors. Having been implemented by computer program,
the bad practices are by necessity widespread. Forced arbitration therefore allows bad
issuers to keep the bad practices secret because few consumers know how to challenge

them, and those who do may be bought off individually during the secret arbitrations.

11
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Congress has recognized in other consumer contexts that “It is difficult for a
company to conform to high standards and practices if it has competitors who continue to
reap greater profits by pursuing less honorable tactics.” See, e.g., Sen. Rep. No. 93-151,
reprinted in 1974 U.S.C.C.AN. 7702, 7709. Because forced arbitration allows bad
issuers to avoid the true costs of their misconduct, it necessarily hurts good issuers,
because they lose market share and, in turn, are forced to engage in the same sharp or
dishonest practices or to exit the business altogether. This also hurts consumer
confidence because cardholders are unable to distinguish between the good issuers and
the bad and, therefore, refuse to pay a premium price or retain their long-held accounts
for fear that even a good issuer will engage in the practices or unilaterally change the
terms with little or no notice.

Forced arbitration also dramatically increases investor risks, the costs of capital
and taxpayer liabilities. As the Providian litigation demonstrates, direct investors in
banks as well as purchasers of securitized debt obligations backed by credit card
receivables require accurate and timely information about the true risks associated with
an issuer’s credit card portfolio. Forced arbitration hides from the market material
information about these risks. For example, where an issuer has inflated revenues and
receivable balances by falsely charging late fees, overlimit fees and credit protection fees
or by mis-programming payment processing times or computers, investors cannot fairly
price the securities and will suffer unavoidable harm when the true facts are eventually
disclosed. In the long run, this lack of transparency in the market causes all investors to

distrust credit card backed securities, which increases the costs for even honest market

12
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competitors. This, in turn, elevates all market costs and imposes an astronomical fraud
and deceit tax on the U.S. economy.
CREDIT CARD CLASS ACTIONS ARE ESSENTIAL FOR DETERRENCE
Recently, legal commentators have rediscovered the important market mechanism
that provided the original foundations for the modern class action. See generally Myriam
Gilles and Gary B. Friedman, Exploding the Class Action Agency Costs Myth: The
Social Utility of Entrepreneurial Lawyers, 155 U, Pa. L. Rev. 103 (2006). As with the
Nobel economist George Akerlof in 19707 these commentators have re-emphasized what
originally had been obvious but had become obstructed due to the growth in class
litigation and its defense: that the original and most important purpose of the modern
class action is deterrence. See id. at 108-109, citing Harry Kalven, Jr., & Maurice
Rosenfeld, 7he Contemporary lunction of the Class Suit, 8 U. Chi. L. Rev. 684, 686
(1941). They argue that “[t]he extravagant attention lavished on class member
compensation and agency costs in small-claims class actions over the past twenty years
has been misguided.” 155 U. Pa. L. Rev. at 131. They argue further that much of the
recent criticisms of class actions and class action attorney fees “is plain old-fashioned
hypocrisy,” driven by economic interests motivated to eliminate or diminish the efficacy
of class actions. The key, they say, is not to lose sight of “Richard Posner’s 1972
observation, regarding class actions, that ‘the most important point, on an economic

analysis, is that the violator be confronted with the costs of his violation — this achieves

2 See Akerlof, George A., “The Market for Lemons: Quality Uncertainty and the

Market Mechanism,” 84 Quarterly Journal of Economics, 488-500 (Fall 1970), cited by
O'Keefe v. Mercedes-Benz USA, LLC, 214 FRD. 266, 299 n32 (ED. Pa. 2003)
(approving nationwide class action settlement); see also California Dental Ass'n v.
F.T.C., 526 U.S. 756, 771 (1999) (discussing quality and pricing asymmetries between
doctors and patients)..
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the allocative purpose of the suit — not that he pays them to his victims.”” /d. at 162
(quoting Richard Posner, ECONOMIC ANALYSIS OF TITT. LAW 22 (1972)).

THE ESCALATING PROBLEMS WITH CREDIT CARD DEBTS

The Industry and its Abuses Keep Growing

As the above demonstrate, a significant amount of the debt load facing American
households is caused not so much by consumer borrowing, but by the harsh - and
exorbitantly expensive — tactics of the credit card industry. A significant contributor to
the snowballing credit card debt of American consumers is the enormous increase in both
the number and amount of non-periodic interest fees charged by credit card issuers.
These “junk” fees include both fees considered to be finance charges (cash advance,
balance transfer, wire transfer fees) and non-finance charge “other” fees. Most important
among the latter are late payment and over-limit fees. Other abuses include penalty
interest rates (where rates are raised due to late payments or exceeding credit limits on
the card, or simply if the consumer’s credit score decreases below a certain number),
deceptive marketing and establishing cut-off times for payment postings that cause
borrowers to incur a late fee even if the payment arrives on its due date (for example, by
posting all payments at 11 a.m. so that any payment received in the afternoon mail is
considered late).

From 1978 to 1995, credit card debt increased six-fold to $378 billion.” In 1996,
the Supreme Court paved the way for credit card banks to increase their income stream

even more dramatically. In Smiley v. Citibank (South Dakota), N.A., the court approved

? See Fed. Res. Bull,, available ar hitp://www federalreserve. gov/releases/g19/hist

/ec_hist_mt.txt.
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of the Office of Comptroller of Currency’s definition of interest that included a number
of credit card charges, such as late payment, over-limit, cash advance, returned check,
annual, and membership fees. As a result, national banks and other depositories can
charge fees in any amount to their customers as long as their home-state laws permit the
fees and so long as the fees are “interest” under the Office of the Comptroller of the
Currency (“OCC”) definition. Uncapping the amount of fees that credit card banks can
charge nationwide has resulted in the rapid growth of and reliance on fee income by
credit card issuers.

After Smiley, banks rushed to increase late charges, over-limit fees, and other
charges. The average late payment fee has soared from $14 in 1996 to over $32 in 2004
Over-limit fees have similarly jumped from $14 in 1996 to over $30 in 2004.°

Now, banks impose these fees not as a way to curb undesirable behavior from
consumers — which used to be the primary justification for imposing high penalties — but
as a significant source of revenue for the banks. Since Smifey, penalty fee revenue has
increased nearly nine-fold from $1.7 billion in 1996 to $14.8 billion in 20047 The

income from just three fees — penalty fees, cash advance fees and annual fees — reached

4 Smiley v. Citibank (S.D.), Nat’l Assn., 517 U.S. 735, 116 S. Ct. 1730, 135 L. Ed.
2d 25 (1996). The OCC definition of interest is found in 12 C.F.R. § 7.4001(a).

5 Cardweb.com, Late Fees (Jan. 28, 2005), at http://www.cardweb.com/cardtrak/

news/2005/january/28a html.
6 Cardweb.com, Over-limit Fees (Feb. 2, 2005), af http://www.cardweb.com
/cardtrak /news/2005/february/2a.html.
7 Cardweb.com, Fee Party (Jan. 13, 2005), af http://www.cardweb.com/
cardtrak/news/2005/january/13a.html.
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$24.4 billion in 2004 Fee income topped $30 billion if balance transfer fees, foreign
exchange, and other fees are added to this total.” Concurrently, card issuer profits,
though declining somewhat between 1995 to 1998, have steadily increased between 1999
and 2004, These profits rose from 3.1% in 1999 to 4.35% in 2004."% Not only has the size
of fee income for credit card issuers grown enormously, the types of fees have
mushroomed as well. The Federal Reserve Board provides a list of fees to consumers in
a brochure titled “Choosing a Credit Card.”!! The most common fees incurred in credit

card transactions include:

NAME OF FEE DESCRIPTION OF FEE

Annual fee (sometimes billed monthly). Charged for having the card. Fees range
from zero to $130.

Cash advance fee. Charged when the card is used to obtain a

cash advance; the fee is usually 3% of the
advance, with a minimum of $5 and no
maximum.

Balance-transfer fee. Charged when the consumer transfers a
balance from another credit card. Fees
range from 2% to 3% of the amount
transferred, with a minimum.

Late-payment fee. Charged if the consumer’s payment is
received after the due date. Fees range
from $10 to $49.

Over-the-credit-limit fee. Charged if the consumer goes over the
credit limit. Fees range from $10 to $39.

Credit-limit-increase fee. Charged if the consumer asks for an
increase in her/his credit limit.

Set-up fee. One-time fee, charged when a new credit

¢ .

° Id.  If merchant-paid fees are combined with consumer-paid fees, the total fee

income is estimated at $50.8 billion.

10 Cardweb.com, Card Profits 04, (Jan. 24, 2005), at http://www.cardweb.com/

cardtrak/news /2005/january/24a html.

1 Federal Reserve Board, Choosing a Credit Card, at http://www.federal
reserve.gov/pubs/shop
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card account is opened.

Return-item fee. Charged if the consumer pays the bill by
check and the check is returned for non-
sufficient funds.

Fxpedited payment fee. Charged when the consumer makes a

payment over the phone. Fees range from
$10 to $14.95.

Expedited delivery fee. Charged when the consumer requests an
additional credit card and requests that it be
delivered in an expedited way.

Replacement eard fee. Charged when the consumer’s credit card is
lost, stolen, damaged, or otherwise needs to
be replaced.

Additional card fee. Charged when the consumer requests a
card for a family member or otherwise
wishes an additional card.

Other fees. Some credit card companies charge a fee to
cover the costs of reporting to credit
bureaus, reviewing the consumer’s account,
or providing other customer services.

The problem with these punitive charges, especially in combination with the
penalty interest rates, is that they exacerbate the problems of consumers who have hit
hard times. Too often these charges drive consumers into bankruptcy, resulting in
cascading losses to individuals, families and neighborhoods—of lost savings, lost homes,
forced moves, with all of the consequential financial and emotional tolls.

It is not just one or a handful of credit card companies that engage in abusive
practices, but a great number of the top ten credit card issuers. 1> It is this pattern of
heavy-handed and manipulative conduct by an entire industry that shows that credit card
issuers have altered their fundamental treatment of consumers from a fair, respectful

business relationship to an abusive, exploitative one.

12 . . . . . o
For example, see information about the civil penalties assessed against Providian

and other issuers, http://www pirg.org/consumer/bankrupt/bankrupt2.htm; and the recent
suit initiated against Capital One by the state of Minnesota, http://www.ag.state.mn.us/
consumer/PR/PR_041230CapitalOneBank_FSB.html.

17




29

Credit card companies were not always so free to engage in reprehensible
behavior. Credit card deregulation, and the concomitant spiraling credit card debt of
Americans, began in 1978, with the Supreme Court’s decision in Marquette National
Bank of Minneapolis v. First of Omaha Service Corp.® This case gave national banks
the green light to take the most favored lender status from their home state across state
lines, and preempt the law of the borrower’s home state. As a result, national banks and
other depositories established their headquarters in states that eliminated or raised their
usury limits, giving them free rein to charge whatever interest rate they wanted.'*
Therein lies the reason why so many of those credit card solicitations sent by mail every
week come from Delaware or South Dakota: credit card issuers moved there to export

those unregulated states’ Jack of consumer protections nationwide."> As of 1978, credit

1 Marquette Nat’l Bank of Minn. v. First of Omaha Serv. Corp., 439 U.S. 299,99 S.
Ct. 540, 58 L. Ed. 2d 534 (1978).

I Other depository institutions obtained the same most favored lender status when
Congress enacted § 521 of the Depository Institutions Deregulation and Monetary
Control Act of 1980 (codified at 12 U.S.C. § 1831d).

B South Dakota and Delaware, at the beginning of the explosive growth of the
financial services industry around 1980, sought to attract that industry as part of their
economic development strategy. They wanted to “provide [their] citizens with the jobs
and benefits a large national credit card operation can provide (attracted by the ability to
export limitless credit card rates to other states),” while, it should be noted, protecting
their local banks from competition with the exporting banks. Indep. Cmty. Bankers’
Ass’n of S.D. v. Board of Governors, Federal Reserve Sys., 838 F.2d 969, 975 (8th Cir.
1988). Cf. Richard Eckman, Recent Usury Law Developments: The Delaware Consumer
Credit Bank Act and Exporting Interesi Under § 521 of the Depository Institutions
Deregulation and Monetary Control Act of 1980, 39 Bus. Law. 1251, 1264 (1984).

It worked, too. South Dakota’s tax revenue from banks went from $3.2 million in

1980 to almost $27.2 million in 1987, with the comparable figures for Delaware rising
from $2.4 million to almost $40 million. The Economist, July 2, 1988, at 26.
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card debt had grown to $50 billion, up from just $5.3 billion when the Truth in Lending
Act was passed.™®

Industry executives also have recognized escalating pricing and advertising
problems in the U.S. credit card market. In 2003, Duncan MacDonald, the former
general counsel for Citigroup’s North American and European credit card businesses,
wrote about the credit card pricing mess in the American Banker."” Mr. MacDonald
observed that the Office of the Comptroller of the Currency — the primary regulator of
national banks — had “turned a blind eye to [the] lawlessness” of certain credit card
issuers. Mr. MacDonald also decried “The Frankenstein” (his word) that had been
created by the Supreme Court’s Smiley decision. He noted that credit card penalty fees
were becoming a “substitute for APRs,” and that the industry had devolved into “trip
wire pricing,” in which any cardholder misstep would set off a series of booby trap rates
and penalty fees. He further observed that card pricing had become a massive subsidy for
the rich. The penalty fees and rates charged to less well-off cardholders -- who usually
revolve their balances -- were subsidizing the cash back and frequent flyer perks used to
entice the super-creditworthy, who typically do not carry monthly balances.

Credit card debt has caught millions of households in a trap they simply cannot
extricate themselves from without feeling the pressure to file bankruptcy. At the same

time, credit card earnings have been consistently higher than returns on all commercial

16 Diane Ellis, The Isffect of Consumer Interest Rate Deregulation on Credit Card

Volumes, Charge-Offs, and in the Personal Bankrupicy Rate, FDIC--Division of
Insurance, Bank Trends, 98-05 (Mar. 1998), available at
http://www fdic.gov/bank/analytical/bank/bt_9805 html.

v Comptroller Has Duty 1o Clean Up Card Pricing Mess, Letter to the Editor,
Duncan A. MacDonald, American Banker, Nov. 21, 2003.

19



31

bank activities.'* The problem is not the profits, it is simply that these profits are based
on abusive practices, and resulting harm inflicted upon American households. The root
of these problems is that credit card transactions in this nation are now completely
unregulated — and this must change.
PROPOSED SOLUTIONS
More Disclosure Is Not the Answer

Because of the deregulation of bank credit, virtually no state regulation on

19 While there are

creditor conduct applies to the practices of the credit card industry.
some — very few — limits placed on the most outrageous abuses of consumers by banks by
the federal banking regulators, the Truth in Lending Act (“TILA) is the primary
regulatory structure applicable to the relationship between credit card issuers and their
customers. The TILA was intended to be — and remains — primarily a disclosure statute.
Through its enactment and enforcement, Congress intended to enable consumers to

compare the costs of credit.?’ However, the TILA was never intended to stand on its own

— to be the sole and primary means of regulating and limiting a powerful industry vis-a-

18 Board of Governors of the Federal Reserve System, 7he Profitability of Credit

Card  Operations  of  Depository  Institutions  (June  2004),  available ot
http://www federalreserve.gov/boarddocs/rptcongress/creditcard/2004/ccprofit. pdf. While
the profitability of the credit card industry as a whole has fluctuated somewhat over these
years, this is largely due to the changeability of the group of banks included in the
sample. /d. at 2.

19 For example, when the state of California tried to address the issue of tiny
minimum payments by requiring creditors to provide information to each consumer on
how long it would take to pay off a sample credit card balance if only the minimum
payment was paid each month, a federal district held the statute was preempted by federal
banking statutes. American Bankers Association v. Lockyer, 239 F. Supp.2d 1000 (E.D.
Cal. 2002).

20 15U.8.C. § 1601(a).
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vis the individual consumers who borrow money for personal, family or household

purposes. Indeed, when the TILA passed in 1968, state usury and fee caps applied to

credit card transactions.

Uniform and accurate disclosures are useful for consumers, but they cannot

substitute for real regulation. The best proof of this is the unbalanced and dangerous

situation that the American consumers find themselves in with the open-end credit

industry today.

Disclosures are only useful for consumers when all of the following conditions

exist —

The consumer has the opportunity to read the disclosures fully;

The disclosures are unambiguous and understandable;

The disclosures are true and apply to the entire term of the contract;
The consumer has the knowledge and sophistication to understand the
meaning of the information provided in the disclosures;

e The consumer has the opportunity to make choices based on the
information gained through the disclosures.

Moreover, disclosures alone are not sufficient to protect consumers from over-

reaching creditors. This is because --

Consumers lack equal access to information — most consumers will not
have the knowledge to understand the legal consequences of the terms of
credit.

Consumers lack equal bargaining power — no consumer has the market
power to call up a credit card company and negotiate either the basic
terms or those in the adhesion contract.

The credit card market does not provide real choices. With the increasing
consolidation of credit card providers, the industry guarantees less
meaningful competition. There is generally competition only on the
surface, on a few prominently-advertised terms such as the periodic rate
and annual fee. Consumers have little or no meaningful choices on the
terms that create the bulk of the cost of open-end credit.

Without some basic substantive regulation, there will continue to be
competition between industry players only as to which can garner the
most profit from the most consumers — regardless of the fairness, or the
effects on consumers.
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Recommendations for Statutory Reform
The credit card market in the U.S. is now very mature. To increase market share,
industry participants must be more aggressive in their pricing strategies. Because the
APR is the primary measure of competitiveness, back-end penalty fees will continue to
increase to offset the risks in credit card marketing plans. Consumers do not, however,
shop for credit cards based on their penalty fees, and no real competition will ever exist
to damper the escalation of those fees. To restore real competition based on the APR, all
bank penalties should be controlled by the longstanding common law rules on penalties —
the fees are capped by the actual or reasonably expected cost to the bank from a
cardholder’s breach. This is the principles-based standard reiterated for such fees by the
Office of Fair Trading in the United Kingdom and Europe, and it should be applied here
as well. Without such an approach, we will continue to see a race to the bottom for
backend penalties while the banks deceptively tout unrealistically low APRs.
Accordingly, it is time for the re-regulation of credit card transactions. Real,
substantive limits on the terms of credit, and the cost of the credit, including the interest
rate and all fees and charges, must be re-imposed. This includes:
e A cap on all periodic interest rates, for example, prime plus 10%.
e A cap on all other charges, whether considered a finance charge or not, to
an amount the card issuer can show is reasonably related to cost.
o No unilateral change-in-terms allowed.
e No retroactive interest rate increases allowed.
e No penalties allowed for behavior not directly linked to the specific card
account at issue.
e No over limit fees allowed if issuer permits credit limit to be exceeded.
e No improvident extensions of credit-require real underwriting of the
consumer’s ability to pay.

e No mandatory arbitration, either for consumers’ claims, or for collection
actions against consumers.
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e Meaningful penalties for violating any substantive or disclosure
requirement that provide real incentives to obey the rules.

e A private right of action to enforce section 5 of the Federal Trade
Commission Act, which prohibits unfair or deceptive practices by
businesses, including banks.

It is no longer a question of balancing the appropriate regulation with the need to
assure access to credit. The increasing mountain of debt held by American consumers,
coupled with the growing number of abusive practices by the credit card companies,
illustrate amply de-regulation has not worked. Since biblical times government has
recognized that consumers need strong, enforceable limits placed on the power of lenders
to exert their far greater bargaining power in the marketplace. The age old protection of
borrowers from over-reaching lenders needs to be reinstituted. We look forward to

working with Chairman Conyers and other members of this committee to achieve a

modicum of justice for average consumers.
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Banks vs. Consumers (Guess Who Wins)
The business of reselving credit-card disputes is booming. But critics say the dominant firm
favors creditors that are trying to collect from unsophisticated debters

by Robant Bermer and Biian Srow

What if a judge solicited cases frem big corporations by offering them a business-friendly venue in which to
pursue consumers who are behind on their biils? What if the judge tried to make this pitch more appealing by
teaming up with the corporations' outside fawyers? And what if the same corporations heiped pay the judge's
salary?

it would, of course, amount to a conflict of interest and cast doubt on the fairmeass of proceedings before the
judae.

Yet that's essentially how one of the couniry’s largest private arbitration firms operates. The National Arbitration
Farum (NAF}, a for-profit company based in Minneapolis, specializes in resolving claims by banks, credit-card
companies, and major retailers that contend consumers owe them money. Often without knowing it, individuals
agree in the fine print of their credit-card applications to arbitrate any disputes over bilis rather than have the
cases go to court. What consumers also don't know is that NAF, which dominates credit-card arbitration,
operates a system in which it is exceedingly difficult for individuals to prevail.

Some current and former NAF arbitrators say they make decisions in haste—sometimes in just a few minuies—
based on scant information and rarely with debtor participation. Consumers who have been through the process
complain that NAF spews baffling paperwork and fails to provide the hearings that it promises. Corporations
seldom lose. in California, the one state where arbitraticn results are made public, creditors win 99.8% of the
time in NAF cases that are decided by arbitrators on the merits, according to a lawsuit filed by the San Francisco
city attorney against NAF.

"NAF is nothing more than an arm of the collection industry hiding behind a veneer of impartiality," says Richard
Neely, a former justice of the West Virginia supreme court who as part of his private practice arbitraied several
cases for NAF in 2004 and 2005.

A DIFFERENT REALITY

NAF presents its service in print and online advertising as quicker and less expensive than litigation but every bit
as unbiased. iis Web site promotes "a fair, efficient, and effective system for the resolution of commercial and
civil disputes in America and worldwide.”

But internal NAF documents and interviews with people familiar with the firm reveal a different reality. Behind
closed doors, NAF sells itself te lenders as an effective too! for collecting debts. The point of these pitches is to
persuade the companies to use the firm to resalve clashes over delinquent accounts. JPMorgan Chase (J*))
and Bank of America (BAG) are among the large institutions that do so. A September, 2007, NAF PowerPoint
presentation aimed at creditors and labeled "confidential” promises "marked increase in recovery rates over
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existing collection methods." At times, NAF does this kind of marketing with the aid of law firms representing the
very creditors it's trying to sign up as clients.

NAF, which is privately held, employs about 1,700 freelance arbitrators—mostly moaonlighting lawvers and retired
judges—who handie some 200,000 cases a year, most of them concerning consumer debt. Millions of credit-
card accounts mandate the use of arbitration by NAF or one of its rivals. NAF also resolves disputes involving
Intermnet domain names, asuto insurance, and olther matters. in 2008 it had net income of $10 million, a robust
margin of 26% on revenue of $38 million, according to company documents.

NAF's success is part of a broader boom in arbitration dating back to the 1980s, when companies began
introducing ianguage into employment contracts requiring that disputes with workers be resolved out of court.
Mandatory arbitration spread to other kinds of agreements, including those involving credit cards.

NUMEROQUS LOYAL PATRCNS

Now, with the economy stumbling, NAF's focus on consumer credit could prove even more lucrative. U.S. credit-
card debt hit a record high of $857 billion in the first quarter of 2008, up 8% frem the previous year, according to
Federal Reserve data. People who had relied on home-equity loans are seeing that money evaporate in the
mortgage crisis and are running up card balances. Card providers, meanwhile, are increasingly turning to
arhitration to coliect on delinquent accounts.

Even consumer advocates concede that most people accused of falling behind do owe money. But the amounts
are often in dispute because of shifting interest rates, fees, and penaliies. Sometimes billing mistakes or identity
fraud lead to confusion. Plenty of acrimony surrounds the traditional coliections process in which lenders’
representatives or companies that buy debt at a discount pressure consumers to pay up. Arbitration is supposed
to be different. Endorsed by federal law, it purports {0 offer something akin to the evenhanded justice of the court
system. That's why state and federal judges overwhelmingly uphold arbitration awards challenged in their
courtrooms. This confidence may be misplaced, however, at least in many cases that come before NAF. {its
main competitors—the nonprofit American Arbiiration Assn. in New York and JAMS, a for-profit firm in Irvine,
Calif —tend to attract employment disputes and contractual fights between companies.}

NAF has numerous loyal patrons among the country’s financial titans. Chase says in a statement that it "uses
NAF aimost exclusively in ifs coliection-arbitration proceedings due o NAF's lower cost structure." Cornpanies
pay from $50 to several hundred dollars a case, depending on its cormplexity. "Many legal commentators have
found arbitration to be fair, efficient, more consumer friendly, and faster than the court system,” Chase adds.
Roger Haydock, NAF's managing director, says: "This is like the Field of Dreams: Build a ballpark, and they will
come."

Cthers argue that NAF umpires make calls that put debtors at a disadvantage. !n March, Dennis .. Herrera, San
Francisco's city attorney, sued the firmin California state court, accusing it of chuming out awards for creditors
without sufficient justification. The lawsuit cites state records showing that NAF handled 33,933 ccliection
arbitrations in California from January, 2003, through March, 2007. Of the 18,075 that weren't dropped by
creditors, otherwise dismissed, or settied, consumers won just 30, or 0.2%, the suit alleges. "NAF has done an
end run around the law to strip consumers of their right to a fair collection process,” Herrera says in an interview.

The firm counters in court papers that federal law intended to encourage arbitration preciudes the suit. NAF's
"neutral decision-makers constitute a system that satisfies or exceeds objective standards of fairness,” the firm
says in a press release. NAF adds in an e-mail that the suit obscures thousands of cases in which consumers



37

prevail because creditors abandon their claims or the disputes are "otherwise terminated.”

So far, the San Francisco litigation relies mostly on publicly available information about NAF. internal doccumenis
and interviews provide a mere detailed picture of the firm.

The Sepiember, 2007, marketing presentation, which NAF left with a prospective customer, boasts that creditors
may request procedurai maneuvers that can tilt arbitration in their favor. "Stays and dismissals of action requesis
available without fee when requested by Claimant—allows Ciaimant to controi process and timeiine," the tatking
points state.

A current NAF arbitrator speaking on condition of anonymity explains that the presentation refiects the firm's
effort to attract companies, or "claimants," by pointing out that they can use delays and dismissals to manipulate
arbitration cases. "It allows the [creditor] o file an action even if they are not prepared,” the arbitrator says.
"There doesn't have to be much due diligence put into the complaint. If there is no response [from the debtor],
you're golden. If you get a problematic [debtor}, then you can request a stay or dismissal.” When some creditors
fear an arbitrator isn't sympathetic, they drcp the case and refile it, hoping to get one they like better, the
arbitrator says.

The firm goes out of its way to tell creditors they probably won't have to tussie with debtors in arbitration. The
Septernber, 2007, NAF presentation informs companies that in cases in which an award or order is granted,
93.7% are decided without consumers ever responding. Only 0.3% of consurmers ask for a hearing; 6%
participate by mail.

NAF says in a statement that it legitimately markets its services. As for the evenhandedness of the process, it
adds: "Arbitration procedures are quite flexible and make stays and adjournments available to both claimants
and respondents.”

Many arbitrators praise NAF. in response to BusinessWeelk's (MHF) inguiries, the firm sent an e-mail to a group
of arbitrators asking for statements "demonstrating that you provide an invaluable service to the public by acting
as a fair, independent, and unbiased Neutral." NAF passed along 10 testimonials. In one, Michae! Doland, an
arbitrator and attorney in Los Angeles, says: "The cynical view that arbitrators favor businesses over consumers
is not correct with regards to the NAF. No communication, direct or indirect. from the NAF to myself as an
arbitrator ever suggested such an approach.” In an interview, Doland says: "If | ever thought this process was
corrupt, that would be the day, the hour, that | would resign.”

But other arbitrators have quit NAF for just that reason. Elizabeth Bartholet, a Harvard Law School professor and
advocate for the poor, worked as an NAF arbitrator in 2003 and 2004 but resigned after handling 24 cases. NAF
ran "an unfair, biased process,” she said in a deposition in September, 2008, in an illinois state court lawsuit.
NAF isn't named as a defendant in the pending case, which chailenges a computer maker's use of an NAF
arbitration clause. Bartholet said that after she awarded a consumer $48,000 in damages in a collections case,
the firm removed her from 11 other cases. "NAF ran a process that systemaiically serviced the interests of
credit-card companies,” she says in an interview.

in response, the firm says that both sides in each case have the right to object to one arbitrator suggested by
NAF, based on the arbitrator's professionai biography, which is provided to the parties. Creditors had simply
exercised that option with the Harvard professor, NAF says.

SWIFT DECISIONS
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Even arbitrators who speak highly of NAF say that the decision-making process often takes very little time. Anita
Shapiro, a former Los Angeles superior court judge, says she has handled thousands of cases for the company
over the past seven years. Credifors’ lawyers have always assured her that consumers are informed by mail
when they are targeted in arbitration, as NAF rules require, she says. But in the majority of cases consumers
don't respond. She assumes this is the consumers’ choice. Shapiro says she usually takes only “four to five
minutes per arbitration” and completes "10 to 12 an hour.” She is paid $300 an hour by NAF. if she worked more
slowly, she suspects the company would assign her fewer cases.

Askad about Shapiro’s account, NAF says: "Arbiters alone determine the amount of time required to make their
decisions.” It adds that collections cases tried in court are often decided swiftly when consumers don't respond.
NAF says its "arbitrators provide much greater access to justice for nonappearing consumer parties by ensuring
that the [corporate] claimant submits sufficient evidence."

But some consumers, including those on whose behalf the city of San Francisco is suing, complain that they
don't have a real opportunity to contest NAF arbitration cases. By design, arbitration rules are less formal than
those of lawsuits. The target of an arkitration can be informed by mail rather than being served papers in person.
Evidence can be introduced without authentication.

in March the law firm Wolpoff & Abramson settied a class action in federal court in Richmond, Va., alleging
unfairness by the firm in NAF arbitrations. The suit, filed on behaif of 1,400 Virginia residents pursued by the
credit-card giant MBNA, ciaimed that Wolpoff & Abramson, which represented the company, promised them in
writing that they could appear at hearings before an NAF arbitrator but then failed o arrange for the hearings.
NAF wasn't named as a defendant in the suit. Denying wrongdoeing, Wolpoff & Abramson agreed to pay a total of
$60,000 in damages. The firm, based in Rockville, Md., declines to comment. NAF denies that constumers were
falsely pramised hearings.

TROUBLING FORMS

Diane Mclntyre, a 52-year-old legal assistant and one of two lead plaintiffs in the Virginia class action, says she
was gradually paying down $9,000 she owed MBNA. She had reduced her debt to about $6,000 when she got
word in May, 2005, from Wolpoff & Abramson of an arbitration award against her for $8,519, phis $977 in legal
fees. She intended to contest the amount of the award and the fees at a hearing but never had a chance. "i
wanted to pay the debt" but not ali at once, she explains. As part of the class action settiement, Wolpoff &
Abramson agreed to accept $4,000 from Mcintyre.

A number of other NAF arbitratorsBiisinessiWeek contacted independently say that even apart from the absence
of debtors contesting most cases, NAF's procedures tend to favor creditors. What most troubled Neely, the
former West Virginia supreme court justice, was that NAF provided him with an award form with the amount
sought by the creditor already filled in. This encourages the arbitrator to "give creditors everything they wanted
without having to think about it," says Neely.

In the three NAF cases he decided, Neely says he granted the credit-card companies the balances and interest
they claimed but denied them administrative fees, which totaled about $300 per case. Neely says such fees
wouldn't be available fo creditors who filed suit in court. "it's a system set up to squeeze small sums of money
out of desperately poor people,” he asserts. Neely slopped receiving NAF assignments in 2006 after he
published an article in a legal publication accusing the firm of favoring creditors.

NAF says that Neely's accusations lack "any shred of truth.” The independence of its arbitrators ensures they will
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decide cases diligently, NAF adds. "Arbitrators are in no way discouraged from deviating from the [creditor's]
requested relief."

Lewis Maltby, a lawyer in Princeton, N.J., decided six credit-card cases for NAF in 2005 and 2006 but says he
stopped because, like Neely, he became “uncomfortable” with the process. Maitby runs a nonprofit group
promoting emplcyee rights and has served as a director of the American Arbitration Assn. (AAA). Working for
NAF, he was surprised at how little information he received to make his decisions. Files contained prinfouts
purporting to sunwnarize a consumer's debt and an unsigned, generic arbitration agreement, he says. "if you
wanted free money, you could do [each case] in five minutes.”

Maltby says the most difficult cases to decide were three claims by MBNA to which consumers did not respond.
The files lacked any evidence that the consurner had been notified, he says. He ruled in MBNA's favor, having
assumed that the debts were "probably” genuine. But he adds: "l would have fiked to have been more confident
that was the case." He did slice the fees requested by creditars’ lawyers, because he thought they had expended
little effort. He decided one other case for MBNA after the debtor conceded in writing that he owed money but
couldn't afford to pay. MBNA withdrew another claim after the consumer said he had been the victim of identity
theft, Maitby says.

in a statement, NAF says that BusinessWeek misrepresented Maltby's views. But Maitby later said he stands by
all his comments. In a statement, Bank of America, which acquired MENA in January, 2008, declines to
comment because of the suit filed by San Francisco against NAF.

Wiiliam A. Gould Jr., a Sacramento lawyer with a general private practice, says he stopped handling arbitrations
for the company after doing several in 2603 and 2004 because the process “just seemed to be pretty one-sided.”
He says he didn't observe specific instances of bias but became concerned about the imbalance between
creditors and their law firms—which were highly sophisticaied about NAF procedures—and most consumers,
who were naive and lacked legal representation. "The whole organizational mechanism was set up fo effect
collections,” Gould says. Asked ic respond, NAF says creditors and their attorneys are "no more sophisticated”
about arbitration than they are about court procedures, and consumers are "no more naive.”

Founded in 1986, NAF at first depended heavily on one customer, ITT Consumer Financial, the now-defunct
lending arm of conglomerate ITT. ({(TT) Milton Schober, then the general counsel of ITT Consumer Financial,
says he opposed the relgtionship, fearing it could deny individuals the broader rights they enjoyed in court, such
as greater laitude to appeal. Top officials of ITT Consumer Financial, which like NAF was based in Minneapolis,
feit otherwise. "Management thought [NAF's] rules for arbitration favored creditors more," says Schober, who is
now retired. "Shopping for justice: That's what it was." Neither NAF nor ITT, now a defense electronics
manufacturer, would comment on Schober’s assertions.

BUSINESS STRATEGY

Haydock, NAF's managing director, says that from the outset, it tried to familiarize corporations and their
attorneys with the benefits of arbitration over court cases. NAF isn't alone in doing this. AAA and JAMS also
place ads in legal publications and sponsor events at bar association meetings.

But NAF goes further. On some occasions, it tries to drum up business with the aid of law firms that represent
creditors. Summaries of weekly NAF business development meetings from 2004 and 2005, which are labeled
"confidential," show it enlisted Wolpoff & Abramson and another prominent debt collection faw firm, Mann
Bracken, to help win the business of companies such as GE's (GE) credit-card arm. When creditors succeed, the
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law firms seek fees of 15% or 20% of awards, which are added to judgments and billed to debtors. Atlanta-based
Mann Bracken surfaces in a November, 2004, NAF document that states: "Werk with Mann to begin its taking
lead on GE as it relates fo Mann running the program for it.”

The same NAF document describes efforts {o collaborate with Mann Bracken and Wolpoff & Abramson to recruit
Sherman Financial Group as an arbitration customer. Sherman, based in Charleston, S.C., buys delinquent debt
from major credit-card comparnies at @ discount and then iries to collect on it. Under the heading "Last Week's
Single Sales Objective,” the NAF document notes that Wolpoff & Abramson and Mann Bracken partner James
D. Branton are to host a panel discussion with attorneys for Sherman Financial. "Follow-up w/ Branton and
Wolpoff after conference," the document adds.

The strategy appears to have worked. Sherman confirms that Mann Bracken has represented it in collections
cases betore NAF. But Sherman denies that either law firm solicited its business on behalf of the arbitration firm.

A former NAF staff emplovee familiar with its business development efforts says: “It was well understood within
NAF that working through established collection law firms was an effective way to develop business with
creditors.” Insisting on anonymity, the ex-employee expiains that, since Wolpeff & Abramson and Mann Bracken
had strong ties to major credit- card companies, the law firms could boost NAF's chances of getting creditors to
use its services. All told, documents from four NAF husiness development meetings from Gctober, 2004, through
August, 2005, refer 36 times to Wolpoff & Abramsaon. Mann Bracken, and their atterneys in connection with
pitches to credit-card providers and debt buyers.

An arbitration company collaborating with law firms to land business troubles some legai scholars. "Most people
would be shocked," says Jean Sternlight, an arbitration expert at the University of Nevada, Las Vegas. "Our
adversarial system has this idea built info it that the judge is supposed to be neutral, and NAF claims that it is,"
she adds. "But this certainly creates a great appearance, at a minimum, of impropriety, where the purportedly
neuiral entity is working closely with one of the adversaries to develop its business.”

"STREAMLINING” THE PROCESS

Marin Bracken's Branton declines to discuss specific clients, citing confidentiality agreements. In an e-mail, he
adds: "Mann Bracken frequently and openly werks with arbitratien adminisirators {inciuding the Nationai
Arbitration Forum and the American Arbitration Assn.) to assist our clients in developing legal solutions tailored
to their needs. This is very similar to the work we do with court clerks across the country in streamlining the
litigation process for aur clients.”

NAF's rivals, AAA and JAMS, say they don't cooperate with debt collection law firms in this manner. "Those who
inguire about filing cases with us, which include individuals, governmental entities, and businesses, often reach
out to understand how to use our online filing process, which is available fo all parties,” says AAA spokesman
Wayne Kessier. The firm says it handled 8,358 consumer arbitration cases in 2007, tar fewer than NAF. JAMS
says it doesn't handle such cases.

NAF arbitrators say they aren't familiar with all the ways the company markets itself. Yhen told about the internal
documents, however, several expressed concern. "Using a law firm to actually soiicit business for [NAF] raises a
guestion of the appearance, at least, of poteniial impropriety,” says Edwin S. Kahn, a lawyer in Denver who
advocates for low-income families and, as a sideline, has handled about 30 NAF cases and 50 AAA cases. Kahn
says he is considering recusing himself from cases involving Mann Bracken and Wolpoff & Abramson: 'l have
learned something that might affect my objectivity."
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NAF interprets Kahn's comments as showing that "he is very aware of his professional responsibility to remain
entirely neutral." It adds that it has "been successful in compleiely isolating the independent arbitrators from
educational and marketing efforts used o encourage the use of arbitration.”

Edward C. Anderson, an NAF founder and past CEC, confinms that the company does "educate” creditors'
fawyers on the benefits of arbitration in hopes that the iawyers' clients will purchase NAF's services. He sees no
conflict of interest. "The documents that you have apparenily relate to meetings with particular iawyers," he says.
“It looks to me like we pitched these lawyers on the efficacy of arbitration for their clients, and they have to
decide what works for them." Mann Bracken and Wolpoff & Abramson deciine to comment.

GE confirms that it employs Manin Bracken and says consumers may resolve disputes before NAF or AAA.
Consumers aiso may opt out of GE's arbitration clause, aithough relatively few do. In a statement, GE
spokeswoman Cristy F. Williams says that when the company initiates collection actions, "it has historically
always filed in a court of appropriate jurisdiction.” She adds that GE's arbitration clause referring to NAF was in
place before the 2004 and 2005 references to Mann Bracken in the NAF documents. GE declines o respond to
questions abeut the overall fairness of NAF arbitration or on Mann Bracken's role in aiding NAF to gain
arbitration business.

EASING THE COURT'S LOAD

Most judges are favorably disposed toward arbitration as a way of alleviating the courts’ litigation load. In one
case in which customers questioned the use of an arbitration clause by credit-card issuer First USA Bank, a
federal judge in Dallas ruled in 2000: "The court is satisfied that NAF will provide a reasonable, fair, impartial
forum."

But some courts have found reason to question NAF awards. In May, 2005, a state judge in Oregon threw out a
$16,642 arbitration judgment favoring MBNA. Judge Donaid B. Bowerman didn't expiain his reasoning, but the
consumer in the case, Laurie A. Raymond, had appealed the award, saying she had been complaining to MBNA
since 1990 that the charges attributed to her were the result of fraud or a mistake. Raymond, a 54-year-cid
family-law attorney in Portland, also told the court that she had never signed an arbitration agreement. Unilike
most alleged debtors, Raymond energeticaily disputed NAF's jurisdiction. The credit-card company at certain
points in the past had conceded that she didn't have to pay, she says. Nevertheless, in July, 2004, the arbitrator
entered the award for the bank without holding the hearing Raymond says she had requested.

After Raymond got the award canceled, she sued MBNA for violations of debt collecticn and credit reporting
laws. MBNA settled the suit on confidential terms. MBNA parent Bank of Aimerica declines to comment
specifically, citing privacy obligations. "The referral to arbitration was consistent with the practices in place at the
time," the bank says. "We believe arbitration can be an efficient and fair method of resoiving disputes between
our customers and the company.”

NAF declines to comment on the Raymond case. But generally, the company adds: “Litigants, on either side, do
not always see the facts, the law, or the process through an unbiased eye.”

Raymond feit equipped to take on NAF and MBNA because of her lega! training, she says. "One reason | went
on with the process was that if [NAF] can de this to someone who understands this stuff, what are they doing to
the littie grandma next door?”

Cheryl C. Betts of Cary, N.C., was one layperson who feit overwhelmed. She learned that she'd been taken to
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arbitration in May, 2007, when Mann Bracken sent her a letter about $6,027 she owed on a Chase credit card.
The letter informed her that she'd have to pay an additional $602 in legal fees related to arbitration but offered to
settle for 75% of the total, or $4,972. Betts, a 55-yeai-old former administrative assistant for an energy company,
says she always intended to pay her debt but didn't want to cough up nearly $5,00C at once. "I'm not a
deadbeat,” she says.

Betts says her troubles began after she was late with one $128 minimum payment in August, 2005. Chase
lowered her credit limit from $6,000 to $4,800. Fees and penalty interest soon pushed her over that limit, setting
off a spiral of rising minimum- payment demands that she says she couidn't afford. Betis says she repeatedly
contacted the bank to try to work out a payment plan. "This should naver have happened,” she says.

Chase declines to comment on particular credit disputes, citing customer privacy. The bank points fo a 2000
opinion by U.S. Supreme Court Justice Ruth Bader Ginsburg saying that "national arbitration organizations have
developed similar models for fair cost and fee allocation.... They include National Arbitration Forum provisions
that limit small-claims consumer costs.”

The May, 2007, leiter to Betts from Mann Bracken announcing its intention to arbitrate set off a nine-menth flurry
of paperwork. In August, after she filed an 11-page response to the arbitration claim, Mann Bracken requested
an adjournment, which was granted. Four months later, Betts fired off a long fax further disputing the case, and
the law firm responded by seeking a 45-day extension. Betts thought she would have another opportunity to
contest the case.

But on Feb. 15, 2008, the day after the extension expired, an NAF arbitrator issued a ruling ordering her to pay
$5,575 to Chase. She has taken the case to a state court in Raleigh. "Many people,” she says, "wouid have
thrown in the towel because they don't have the time to pursue this, or they are just totally confused.... The only
thing that kept me going was that | knew that | hadr't dene anything wrong."

NAF declines to commeri on the Beits case but reiterates that its procedures are fair. 1t adds that "parties can
become confused about court procedures or about arbitration procedures.... ”

debate about regulating credit card rates.
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INTERESTS OF AMICI CURIAE

Public Justice, P.C., is a national public interest law tirm dedicated
to fighting for justice through precedent-setting and socially significant
individual and class action litigation designed to enhance consumer and
victims’ rights, environmental protection and safety, civil rights and civil
liberties, workers’ rights, America’s civil justice system, and the protectiou
of the poor and powerless. Public Justice is committed to ensuring that all
Americans have meaningful access to justice in their dealings with large
corporations. Public Justice has particular interest in this case because of its
longstanding concern about debt collectors’ increasing use of arbitration
proceedings before the National Arbitration Forum (NAF) to collect
consumer debts.

The National Consumer Law Center is a Massachusetts non-profit
corporation established in 1969 and incorporated in 1971. It is a national
research and advocacy organization focusing specifically on the legal needs

of low income, financially distressed, and elderly consumers.
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INTRODUCTION

This case involves a question of tremendous importance to
California consumers: whether debt collectors are granted immunity from
liability for violations of California’s Rosenthal Fair Debt Collection
Practices Act (Rosenthal Act), Civil Code § 1788 ef seq., by the litigation
privilege. A jury found that the debt collector in this case, National Credit
Acceptance (NCA), had violated the Rosenthal Act by repeatedly calling
Plaintift/Respondent Anastasyia Komarova at work, for a tull year, and
threatening her and her husband’s savings. NCA argues that it should
nevertheless be immune from the Rosenthal Act because its abusive debt-
collection practices were related to a “quasi-judicial” proceeding before the
National Arbitration Forum (NAF). See Appellant’s Br. 17. But the
litigation privilege, to the extent that it applies to arbitrations, does so only
because of arbitration’s “analogy to a judicial proceeding.” Moore v.
Conliffe, 7 Cal. 4th 634, 647 (1994) (citing Ribas v. Clark, 38 Cal. 3d 355,
364 (1985)). The true nature of NAF’s practices and proceedings, as
demonstrated by a number of media reports, studies, and court cases, makes
clear that NAF consumer arbitrations lack many of the basic characteristics

and safeguards of judicial proceeds. As such, permitting this immunity
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would eviscerate the Rosenthal Act and have disastrous consequences for

CONSUMETrS.

ARGUMENT

L THE ROSENTHAL ACT IS INTENDED TO DETER ABUSES
BY DEBT COLLECTORS

Debt collection is a hugely profitable business—indeed, it is one of
the few “bright spots” in today’s troubled economy. Phyllis Korkki, 74e
Count, N.Y. Times, Nov. 30, 2008. According to one study, revenue from
debt collection, which reached almost $14.3 billion in 2008, is expected to
rise to nearly $17.8 billion in 2014. Id.

Despite state and tederal laws designed to prevent abuses by debt
collectors, the industry continues to engage in abusive practices. The
Federal Trade Commission (FTC) “receives more complaints about the debt
collection industry than any other specific industry.” Federal Trade
Commission, Annual Report 2008: Fair Debt Collection Practices Act 4,
availuble at http:/fwww ftc.gov/os/2008/03/P084802fdcpareport.pdf. In
2007, the most recent year for which data are available, consumer
complaints to the FTC about third-party debt collectors increased from

19.9% of all FTC complaints in 2006 to 20.8% of complaints.
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More than thirty years ago, the California Legislature recognized that
abusive debt collection practices “undermine the public confidence which is
essential to the continued functioning of the banking and credit system.”
Civ. Code § 1788.1(a). As aresult, in 1977 it enacted the Rosenthal Act for
the purpose of “prohibit[ing] debt collectors from engaging in unfair or
deceptive acts or practices in the collection of consumer debts and to
require debtors to act fairly in entering into and honoring such debts.”

§ 1788.1(b). Today, the Rosenthal Act stands as crucial protection for
consumers against “the pernicious etfect ot debt collection practices.”
Butler v. Resurgence Fin., LLC, 521 F. Supp. 2d 1093, 1096 (C.D. Cal.
2007).

The Rosenthal Act was thus intended to protect consumers from
abuses by debt collectors. Nevertheless, in this case, NCA is attempting to
conjure a legal barrier to the application of the Rosenthal Act that, if the
Court accepts it, would have catastrophic consequences for California
consumers. Under NCA’s theory of the litigation privilege, debt collectors
would be utterly immune from the proscriptions of the Rosenthal Act
simply by choosing to collect their debt by means of an arbitration

procedure. Given the frequency with which debt collectors turn to NAF to
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effect consumer debt collections,' this interpretation of the privilege “would
effectively vitiate the Rosenthal Act and render the protections it affords
meaningless.” Oci v. N. Star Capiial Acquisitions, LLC, 486 F. Supp. 2d
1089, 1101 (C.D. Cal. 2006). See also Yates v. Allied Int’l Credir Corp.,
578 F. Supp. 2d 1251, 1255 (S.D. Cal. 2008) (“[T]his Court will not allow
the litigation privilege to defeat the protections of the Rosenthal Act.”);
Butler, 521 F. Supp. 2d at 1096-97 (“If the litigation privilege were allowed
to swallow the protections of the Rosenthal Act, the Legislature’s purpose
could not be effectuated. Therefore, in light of these considerations, we
conclude that the litigation privilege does not apply to the provisions of the
Rosenthal Act.”). It amounts to a dramatic reinterpretation of California
law that flies in the face of the intent of the legislature as well as the reality
that, especially in the current economy, consumers desperately need
protection from abusive debt collection practices.

NCA’s radical interpretation of the litigation privilege is particularly

alarming in light of the true nature of NAF arbitration, through which NCA

! Between January 1, 2003, and March 31, 2007, NAF handled more
than thirty thousand collection cases in California alone, Public Citizen, 7he
Arbitration Trap: How Credit Card Companies Ensnare Consumers 5-6
(2007), http://www.citizen.org/documents/ArbitrationTrap.pdf, including
two thousand brought by NCA. See Public Citizen, NAF California data
(2007), available at http://www citizen.org/congress/civjus/arbitration/
NAFCalifornia.xls.
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endeavored to collect its purported debt in this case. As the following
section will demonstrate, NAF arbitrations amount to a mere rubber-stamp
of a debt collector’s request for an award. These arbitrations therefore must
not be permitted to be transmuted, via the litigation privilege, into a shield
against the application of the Rosenthal Act to abusive debt-collection

practices.

II.  NAF OPERATES AS A RUBBER STAMP FOR DEBT
COLLECTORS

A.  NAF’SFINANCIAL INTERESTS ARE CLOSELY
ALIGNED WITH THOSE OF DEBT COLLECTORS

The relationship between NAF and debt collectors begins with the
credit card contract: credit card companies draft the contract, which
includes a clause requiring consumers to arbitrate their disputes—usually
before a specific arbitration provider—rather than sue in court. Most
credit-card issuers include these mandatory arbitration clauses in their
contracts. See Consumers Union, Best and Worst Credit Cards, Consumer
Reports, Oct. 2007. See also Day to Day, Markeiplace Report: Credit
Disputes Favor Companies (NPR radio broadcast Sept. 28, 2007) (available

at 2007 WLNR 19048094) (“[1]t’s often hard to find a credit card that
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doesn’t make arbitration mandatory.”); Simone Baribeau, Consumer
Advocates Slam Credit-Card Arbitration, Christian Sci. Monitor, July 16,
2007 (“[1]f you own a credit card, chances are you have a mandatory
arbitration clause.”).

NAF, far more so than the two other major players in the arbitration
industry, the American Arbitration Association (AAA) and JAMS, has
financial interests strongly aligned with credit card companies and debt
collectors. Because of this association, CNN’s personal finance editor
called NAF “the folks who are the worst actors in this industry.” Am.
Morning (CNN television broadcast June 6, 2008) (transcript available at
http://transcripts.cnn.com/TRANSCRIPTS/0806/06/Itm.03.html). The Wall
Street Journal observed that, more than other arbitration providers, NAF
works with a handful of large companies, and a “significant percentage of
its work includes disputes involving consumers, rather than disputes
between businesses.” Nathan Koppel, Arbitration I'irm I'aces Questions
Over Neutrality, Wall St. J., Apr. 21, 2008. In contrast, AAA and JAMS
“tend to attract employment disputes and contractual fights between
companies.” Robert Berner & Brian Grow, Banks v. Consumers (Guess

Who Wins), BusinessWeek, June S, 2008.
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As aresult of NAF’'s focus on consumer debt, NAF receives
“considerable fees” from its creditor and debt collector clients.” Consumers
Union, Consumer Rights: Give Up Your Right 10 Sue? Consumer Reports,
May 2000. For example, First USA Bank disclosed in court filings that it
had paid NAF at least $5 million in fees between 1998 and 2000. 7d.
During that same period, First USA won 99.6% of its 50,000 collection
cases betfore NAF. Id. While advocates for banks invoke the possibility
that the bank could have been equally successful in court, “[m]aybe,
however, the millions of dollars it paid the NAF in fees tend to produce
overwhelmingly favorable results.” Joseph Garrison, Is ADR Becoming “A
License to Steal”? Conn. L. Trib., Aug. 26, 2002, at 4. In sharp contrast, it
would be shocking for a public court to be so financially dependent on a

litigant appearing before it.

* NAF arbitrations are lucrative for individual arbitrators as well as
for the organization itself. One former NAF arbitrator noted, “I could sit on
my back porch and do six or seven of these cases a week and make $150 a
pop without raising a sweat, and that would be a very substantial
supplement to my income. . . . I'd give the [credit-card companies]
everything they wanted and more just to keep the business coming.” Chris
Serres, Arbitrary Concern: Is the National Arbitration Forum a Fair and
Impartial Arbiter of Dispute Resolutions? Star Trib. (Minneapolis), May 1 [,
2008, at 1D.
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There is significant evidence that NAF has a symbiotic financial
relationship with these companies. As part of this relationship, NAF has
aggressively marketed itself to debt collectors. Additionally, NAF’s
procedures for the selection and retention of arbitrators rewards arbitrators
who rule in favor of business and punishes those who rule tor consumers.
Given the cumulative evidence about NAF’s relationship with credit card
companies and debt collectors, it is not surprising that NAF is subject to

mounting allegations of anti-consumer bias.

B. NAF’S MARKETING MATERIALS PROMISE CREDIT
CARD COMPANIES AND DEBT COLLECTORS THAT
COLLECTING DEBTS THROUGH NAF
ARBITRATIONS WILL SAVE THEM MONEY

Among America’s major arbitration providers, NAF also has the

dubious distinction of most aggressively marketing itself to credit card
companies and debt collectors. See Caroline E. Mayer, Win Some, Lose
Rarely? Arbitration I'orum’s Rulings Called One-Sided, Wash. Post, Mar.
1, 2000, at E1 (“[A]rbitration industry experts say [that] the forum’s
business involves more corporate-consumer disputes, in large part because

of the company’s aggressive marketing.”). Cf. Michael Geist, Fair.com?

An Examination of the Allegations of Svstemic Unfuirness in the [CANN
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UDRP, 27 Brook. J. Int’l L. 903, 907 (2002) (in analysis of domain-name
arbitration providers, noting that “[m]arketing techniques clearly illustrate
one area of differentiation between providers, with the NAF adopting a far
more aggressive approach than the other providers in the marketing of its
services”). While NAF trumpets itself to the public as fair and neutral,
“[blehind closed doors, NAF sells itself to lenders as an effective tool for
collecting debts.” Berner & Grow, Banks v. Consumers (Guess Who Wins),
BusinessWeek, supra, June 5, 2008. See also Sean Reilly, Supreme Court
Looks at Arbitration in Alabama Case This Week, Mobile Reg., Oct. 1,
2000, at Al (“In marketing letters to potential business clients, [NAF’s]
executives have touted arbitration as a way of eliminating class action
lawsuits, where thousands of small claims inay be combined.”); Ken Ward,
Jr., State Court Urged to Toss One-Sided Loan Arbitration, Charleston
Gazette & Daily Mail, Apr. 4, 2002, at 5A (“[I]n solicitations and
advertisements, NAF has overtly suggested to lenders that NAF arbitration
will provide them with a favorable result.”); Sarah Ovaska, 3 Cuases Cite
Payday Lending: Consumer Groups Say Arbitration Clauses Deny People
Recourse to Courts, News & Observer, Jan. 7, 2007 (“[NAF], which in

2006 resolved $3 billion worth of claims involving debts and other disputes,
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has been singled out by consumer advocates, who criticize it for advertising
its services to businesses.”).

BusinessWeek revealed one of the most shocking examples of NAF
marketing to debt collectors when it described a September, 2007,
PowerPoint presentation aimed at creditors—and labeled
“confidential”—that promises “marked increase in recovery rates over
existing collection methods.” Berner & Grow, Banks v. Consumers (Guess
Who Wins), BusinessWeek, supra, June 5, 2008. The presentation also
“boasts that creditors may request procedural maneuvers that can tilt
arbitration in their favor. “Stays and dismissals of action requests available
without fee when requested by Claimant—allows claimant to control
process and timeline.”” Id. Speaking on condition of anonymity, an NAF
arbitrator told BusinessWeek that these tactics allow creditors to file actions
even if they are not prepared, in that “[i]f there is no response [from the
debtor], you’re golden. If you get a problematic [debtor], then you can
request a stay or dismissal.” /d. BusinessWeek also highlighted another
disturbing NAF marketing tactic: NAF “tries to drum up business with the
aid of law firms that represent creditors.” I/d. Neither AAA nor JAMS

cooperate with debt-collection law firms in such a manner. 7d.
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NAF has an arsenal of other ways of letting potential clients know
that NAF can immunize them against liability. In one oft-cited example, an
NAF advertisement depicts NAF as “the alternative to the million-dollar
lawsuit.” Nadia Oehlsen, Mandatory Arbitration on 1rial, Credit Card
Mgmt., Jan. 1, 2006, at 38. Additionally, NAF sends marketing letters to
potential clients in which it “tout[s] arbitration as a way of eliminating class
action lawsuits, where thousands of small claims may be combined . . . .
[Class actions] offer a means of punishing companies that profit by bilking
large numbers of consumers out of comparatively small sums of money.”
Reilly, Supreme Court Looks at Arbitration in Alabama Cuse This Week,
Mobile Reg., supra, Oct. 1, 2000, at Al. NAF’s marketing letters also urge
potential clients to contact NAF to see “how arbitration will make a positive
impact on the bottom line” and tell corporate lawyers that “[t]here is no
reason for your clients to be exposed to the costs and risks of the jury
system.” See Mayer, Win Some, Lose Rarely? Arbitration I'orum’s Rulings
Called One-Sided, Wash. Post, supra, Mar. 1, 2000, at EO1. Finally, in an
interview with a magazine for in-house corporate lawyers, NAF’s managing
director Anderson once boasted that NAF had a “loser pays™ rule requiring

non-prevailing consumers to pay the corporation’s attorney’s fees. See Do
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An LRA: Implement Your Own Civil Justice Reform Program NOW,
Metropolitan Corp. Counsel, Aug. 2001.

Consistently with NAF’s signals to creditors and debt collectors that
it is on their side, in the context of NAF’s business of resolving domain-
name disputes, NAF issues press releases that laud its arbitrators’ rulings in
favor of claimants. These press releases, which feature headlines such as
“Arbitrator Delivers Internet Order for Fingerhut” and “May the Registrant
of magiceightball.com Keep the Domain . . . Not Likely,” “do little to
engender confidence in the neutrality of the NAF.” Geist, Fair.com? An
Examination of the Allegations of Systemic Unfairness in the ICANN
UDRP, supra, 27 Brook. J. Int’l L. at 907. The other two domain-name

dispute arbitration providers do not issue such press releases. Id.

C.  NAF FUNNELS ARBITRATIONS TO CORPORATE-
FRIENDLY ARBITRATORS AND SHUNS
CONSUMER-FRIENDLY ARBITRATORS

NATF has structured a system that both steers a startling percentage of

its arbitrations to a handful of arbitrators who reliably rule in favor of
businesses and shuts out arbitrators who have the gall to rule for consumers.

Both of these methods of staffing arbitrations serve to enhance NAF’s

reputation as a business-friendly venue.
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First, data provided by the NAF pursuant to California Code of Civil
Procedure § 1281.96, which requires arbitration providers to disclose
certain information about their arbitrations, reveal that a tiny number of
NAF arbitrators decide a disproportionate number of cases.® The Christian
Science Monitor analyzed one year of data and found that NAF’s ten most
frequently used arbitrators—who were assigned by NAF to decide nearly
three out of every tive cases—ruled for the consumer only 1.6% ot the time.
In contrast, arbitrators who decided three or fewer cases during that year
found in favor of the consumer 38% of the time. Baribeau, Consumer
Advocates Slum Credit-Card Arbitration, Christian Sci. Monitor,
supra, July 16, 2007. Likewise, a comprehensive analysis of the data by
Public Citizen found that one particular arbitrator, Joseph Nardulli, handled
1,332 arbitrations and ruled for the corporate claimant 97% of the time.
Public Citizen, The Arbitration Trap: How Credit Card Companies Ensnare
Consumers, supra, at 17. On a single day—January 12, 2007—Nardulli

signed 68 arbitration decisions, giving debt holders and debt buyers every

* On its website, NAF boasts that it has a total of more than 1,500
arbitrators in all 50 states, see National Arbitration Forum, Locations,
http://www.adrforum.com/ (mouse over “About Us” menu; select “Our
Neutrals”; then click on “Locations”) (last visited Jan. 30, 2009), but that
statistic has little significance if the vast majority of cases are steered to a
small number of persons.

13
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cent of the nearly $1 million that they demanded. /d. If Nardulli worked a
ten-hour day on January 12, 2007, he would have averaged one decision
every 8.8 minutes. An additional 28 NAF arbitrators handled nearly 90% of
consumer collection cases, and “they too decided every matter . . . in favor
of business entities.” Compl. | 24, People v. Nat’l Arbitration Forum, Inc.,
No. C6C-08-473569 (Cal. Super. Ct. filed Aug. 22, 2008).

Further evidence of NAF’s propensity for steering arbitrations to
those arbitrators who will rule in favor of its clients comes from law
professor Michael Geist’s study of domain-name arbitration providers.
Professor Geist observed that NAF’s “case allocation appears to be heavily
biased toward ensuring that a majority of cases are steered toward
complainant-friendly panelists. Most troubling is data which suggests that,
despite claims of impartial random case allocation as well as a large roster
of 131 panelists, the majority of NAF single panel cases are actually
assigned to little more than a handful of panelists.”™ Geist, F'air.com? An
Examination of the Allegations of Systemic Unfairness in the ICANN

UDRP, supra, 27 Brook. J. Int’l L. at 912. Professor Geist went on to note

* “Siugle-panel” cases are those in which the NAF controls which
arbitrator decides a case, in contrast to three-member panels, where the
parties have more control over arbitrator selection. Geist, FFair.com? An
Examination of the Allegations of Systemic Unfairness in the ICANN
UDRP, supra, 27 Brook. J. Int’1 L. at 911.

14
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that “an astonishing 53% of all NAF single panel cases . . . were decided by
only six people,” and the “complainant winning percentage in those cases
was an astounding 94%.” Id. Importantly, neither of the other two domain-
name arbitration services had such a skewed caseload. /d. Like aggressive
advertising to potential clients, this method of attracting business is unique
to NAF.

The second component of NAF’s business-friendly system of
arbitrator selection is its documented blackballing of arbitrators who dared
to rule in favor of consumers. Harvard law professor Elizabeth Bartholet
went public with her concerns that, after she awarded a consumer $48,000
in damages, NAF removed her from 11 other cases, all of which involved
the same credit card company. As Bartholet described her experience to
BusinessWeek, “NAF ran a process that systematically serviced the
interests of credit card companies.” Berner & Grow, Banks v. Consumers
(Guess Who Wins), BusinessWeek, supra, June 5, 2008. Bartholet told the
Minneapolis Star-Tribune that “[t]here’s something fundamentally wrong
when one side has all the information to knock off the person who has ever
ruled against it, and the little guy on the other side doesn’t have that
information. . . .That’s systemic bias.” Chris Serres, Arbitrary Concern: Is

the National Arbitration Forum a Fair and Impartial Arbiter of Dispute
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Resolutions? Star Trib. (Minneapolis), May 11, 2008, at 1D. Similarly,
former West Virginia Supreme Court Justice Richard Neely stopped
receiving NAF assignments after he published an article accusing the firm
of favoring creditors. Berer & Grow, Banks v. Consumers (Guess Who
Wins), BusinessWeek, supra, June 5, 2008. In that article, Justice Neely
lamented that NAF “looks like a collection agency” that depends on “banks
and other professional litigants” for its revenue; he described NAF as a
“system set up to squeeze small sums of money out of desperately poor

people.” Id.

D.  NAF FREQUENTLY ENTERS AWARDS AGAINST
CONSUMERS UNDER TROUBLING
CIRCUMSTANCES

A powerful example of NAF’s bias in favor of creditors and debt

collectors is its widely observed habit ot proceeding with arbitrations—and
entering awards against consumers—based on non-existent evidence and
under dubious circumstances. For example, NAF has blithely entered
awards against individuals who were documented victims of identity theft,
consumers who were never properly served with a notice of arbitration, and

consumers who never agreed to arbitrate their dispute. Numerous courts

have taken note of the monumental flaws in NAF’s procedures that permit
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these types of arbitrations to go forward. See, e.g., Sprague v. Household
Int’l, 473 F. Supp. 2d 966, 976 n.8 (W.D. Mo. 2005) (“The fact that NAF
was willing to state that only a document review is necessary in a case
involving fraud and misrepresentation is further support for Plaintiffs’
allegation that NAF is biased in favor of financial institutions.”); CACV of
Colo., LLC v. Corda, No. NNHCV054016053, 2005 WL 3664087 (Conn.
Super. Ct. Dec. 16, 2005) (denying debt collector’s motion to confirm NAF
award for lack of evidence, and noting that NAF rules provide “no
procedure by which the arbitrator makes any determination of whether the
defendant has received actual notice of the demand for arbitration . . . . and
if the defendant does not respond in writing to the demand for arbitration,
NAF simply decides the case ‘on the papers.” This certainly results in a
high likelihood that the outcome of the arbitration will be in the defendant’s
favor.”); Asset Acceptance, LLC v. Wheeler, --- S.E.2d ----, 2009 WL
71504, at *1 (Ga. Ct. App. Jan. 13, 2009) (affirming vacatur of NAF
arbitration award where consumer had not received proper notice); MBNA
Am. Bank v. Barben, N.A., No. 92,085, 2005 WL 1214244, at *2 (Kan. Ct.
App. May 20, 2005) (affirming vacatur of arbitration award issued by NAF
and noting trial court’s finding that delivery date on face of NAF award was

“patently . . . shown to be untrue,” given that neither NAF’s director of
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arbitration nor the alleged debtor were present on the date on which the
award was purportedly delivered by the director to the debtor).

NAF’s willingness to enter arbitration awards against individuals
who are the victim of identity theft is perhaps the most egregious example
of the extent to which NAF’s practices diverge from that of a court: the
briefest impartial review would reveal that awards should not be entered
against these individuals. See Sheryl Harris, Consumers Should Be
Suspicious of Arbitration Clause, Plain Dealer (Cleveland), Feb. 17, 2003,
at C5. (“Even victims of identity theft have been wrestled into arbitration
[with NAF] and held responsible for charges racked up by thieves.”). The
following individuals represent just a few instances of NAF’s entering
awards against identity theft victims.

. Six months after Beth Plowman used her MBNA card to pay a
hotel bill while on a business trip to Nigeria in 2000, MBNA
called her to collect more than $26,000 spent at sporting
goods stores in Europe. Plowman had received no credit card
statements during those six months; MBNA told her that “her
sister”—Plowman has no sisters—had changed the address on
the account to an address in London. Plowman filed an

identity theft report with the police and heard nothing more
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from MBNA. But two years later, a debt collection agency
that had purchased the debt from MBNA got an arbitration
award against her from NAF. Eileen Ambrose, Read the Fine
Print: Arbitration Clause Can Sting You, Fort Wayne J.
Gazette, Mar. 15, 2005, at 8.

Troy Cornock received a letter from NAF claiming that he
owed money on an MBNA credit card, but he had never
signed a credit card agreement or made any charges on the
account, which had been opened by his ex-wife. NAF ruled
against him anyway. Gary Weiss, Credit Card Arbitration
(Oct. 11, 2007), Forbes.com, http://www.forbes.com/2007/
10/10/gary-weiss-credit- oped-cx_gw_1011weiss.html. But
when MBNA attempted to enforce the NAF award in court,
the court granted Cornock’s motion for summary judgment,
stating that “in the absence of a signed credit card application
or signed purchase receipts demonstrating that the defendant
used and retained the benefits of the card, the defendant’s
name on the account, without more, is insufficient evidence
that the defendant manifested assent. . . . To hold otherwise

would allow any credit card company to force victims of
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identity theft into arbitration, simply because that person’s
name is on the account.” MBNA Am. Bank, N.A. v. Cornock,
No. 03-C-0018, slip. op. at 25 (N.H. Super Ct. Mar. 20, 2007)
(emphasis added).

Irene Lieber, who lives on $759 a month in Social Security
disability payments, was hounded by a debt collection agency
after her MBNA credit card was stolen. Lieber later received
a notice of arbitration from NAF. With the help of a legal
services attorney, she asked to see the case against her or for
the claim to be dismissed. But Lieber heard nothing until
another notice arrived, stating that NAF had issued a $46,000
award against her. Laura Rowley, Stacking the Deck Against
Consumers (Oct. 17, 2007), Yahoo! Finance,

http://finance.yahoo.com/ expert/article/moneyhappy/48748.

NAF is also notorious for failing to ensure that consumers actually

agreed to arbitrate their disputes. In one such case, the Kansas Supreme

Court chided MBNA for its “casual approach to this litigation.” MBNA Am.

Bank, N.A. v. Credit, 132 P.3d 898, 902 (Kan. 2006) (vacating NAF

arbitration award where MBNA failed to prove alleged debtor had agreed to

arbitration). That MBNA would have such a “casual approach” is not

20
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surprising in light of MBNA’s usual proceedings betore NAF: it was
accustomed to being able to get arbitration awards from NAF arbitrators
notwithstanding its failure to produce arbitration agreements. See id. at 899
(noting that NAF arbitrator entered award in the amount of $21,094.74 in
favor of MBNA). Another example is MBNA America Bank, N.A. v.
Christanson, 659 S.E.2d 209, 210, 213 (S.C. Ct. App. 2008), where the
South Carolina Court of Appeals refused to confirm an NAF arbitration
award in favor of MBNA that had been entered despite the consumer’s

repeated assertions that he never agreed to arbitrate.’

* Numerous other courts have refused to confirm NAF awards for
similar reasons. See, e.g., MBNA Am. Bank, N.A. v. Boata, 893 A.2d 479
(Conn. App. Ct. 2006) (permitting consumer to challenge NAF award
where consumer asserted that he had never consented to arbitration
agreement); Barbera v. ALS Services, LLC, 897 N.E.2d 485 (Ind. Ct. App.
2008) (reversing trial court’s refusal to vacate NAF award where consumer
did not receive adequate service of process of the notice of claim and the
notice of arbitration); I"/A Card Services, N.A. v. Richards, No. 07-1513,
2008 WL 2200101 (Iowa Ct. App. May 29, 2008) (affirming vacatur of
NAF arbitration award where consumer did not receive notice of arbitration
and did not receive the participatory hearing he requested); MBNA Am.
Bank, N.A. v. Burben, No. 92,085, 2005 WL 1214244 (Kan. Ct. App. May
20, 2005) (affirming vacatur of arbitration award issued by NAF and noting
trial court’s finding that delivery date on face of NAF award was “patently
... shown to be untrue,” given that neither NAF’s director of arbitration nor
the alleged debtor were present on the date on which the award was
purportedly delivered by the director to the debtor); Chase Bank USA, N.A.
v. Leggio, --- So. 2d ----, 2008 WL 5076449 (La. Ct. App. Dec. 13, 2008)
(affirming trial court’s denial of bank’s petition to aftirm NAF award where
“Chase has not demonstrated that Leggio ever consented to arbitration™);
MBNA Am. Bank, N.A. v. Pacheco, No. 1621-06, 2006 WL 2337964 (N.Y.
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The circumstances of the instant case provide yet another example of
NAF’s shoddy and untrustworthy procedures. Because Respondent
Anastasiya Komarova was not actually a party to the NAF arbitration in this
case, the full extent of the deficiencies in the NAF process cannot be
known. Nevertheless, the record plainly reflects NAF’s bias and lack of
care. The debt at issue, which NCA had purchased from MBNA, arose
from a credit card account that had been opened by Christopher Propper,
who was at one point engaged to a woman named Anastasia—not
Anastasiva—Komarova. Resp’t’s Br. 6. Propper listed his fiancée as an
“authorized user” on the account, but she never signed the application and
therefore, according to MBNA, was never legally responsible for any
charges on the account. Id. Notwithstanding the fact that Anastasia
Komarova bore no responsibility for the debtr, NAF entered an arbitration

award against her as well as against Propper. Id. at 13.

City Ct. Aug. 11, 2006) (denying MBNA’s motion to confirm arbitration
award that NAF had entered against alleged debtor because the alleged
debtor had never been served with the notice of arbitration).

22
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E. NAF IS WIDELY REGARDED AS DEEPLY BIASED
AGAINST CONSUMERS

Because of the above facts, NAF is widely regarded as intractably
biased against consumers. As Professor Bartholet phrased it, “bias in favor
of the big corporate player and against the employee and consumer . . . is
inherent in this form of arbitration.” Courting Big Business: The Supreme
Court’s Recent Decisions on Corporate Misconduct and Laws Regulating
Corporations: Hearing Before the S. Comm. on the Judiciary, 110th Cong.
(2008) (statement of Prof. Elizabeth Bartholet, Harvard Law School)
available at http://judiciary.senate.gov/hearings/hearing.cfm?id=3485
(select “Elizabeth Bartholet” from “Witness Testimony” menu).
Consumers around the country have alleged that NAF’s “profile is oriented
toward the business and financial community and antagonistic to the rights
of individual claimants and consumers.” Mark Brunswick, /'irst Lady
Leaves Job at Private Firm, Star Trib. (Minneapolis), Apr. 13, 2007, at 1B.
See also Ovaska, 3 Cuses Cite Puyday Lending: Consumer Groups Say
Arbitration Clauses Deny People Recourse 10 Courts, supra, News &
Observer, Jan. 7, 2007 (noting lawsuit challenging arbitration on grounds
that NAF “is a biased organization that caters to business”); Reilly,
Supreme Court Looks ar Arbitration in Alubama Case This Week, Mobile

Reg., supra, Oct. 1, 2000, at A1 (“High on arbitration critics” watch list is
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the Minneapolis-based National Arbitration Forum.”); Ward, State Court
Urged to Toss One-Sided Loan Arbitration, Charleston Gazette & Daily
Mail, supra, Apr. 4, 2002, at 5A (“Hedges alleges that the forum, a private
company, ahmost always favors lenders because its business is dependent on
being chosen by lenders to arbitrate loan cases.”).

This bias is evidenced by nearly a decade of data about outcomes in
NAF arbitration. These data demonstrate that NAF’s system works as
intended—that is, to speedily produce the judgment-ready awards requested
by credit card companies and debt collectors. Before 2002, the only data
about outcomes in NAF arbitration came from an Alabama case against
credit card issuer First USA. Those data revealed that, out of nearly 20,000
cases where NAF reached a decision between 1998 and 2000, First USA
prevailed in 99.6% of cases. See Mayer, Win Some, Lose Rarelv?
Arbitration Forum's Rulings Called One-Sided, Wash. Post, supra, Mar. 1,
2000, at EOL. While First USA filed more than 50,000 cases against
consumers, consumers filed only four against First USA. Id. These stark
numbers led commentators to note that “[e]very indication is that the
imposed arbitration clauses are nothing but a shield against legal
accountability by the credit card companies.” Samuel Issacharoff & Erin F.

Delaney, Credit Card Accountability, 73 U. Chi. L. Rev. 157, 173 (2006).
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More data became available in 2002, when California passed Code
of Civil Procedure § 1281.96, which requires that private companies
administering consurner arbitrations provide certain information to the
public.® The analyses of these data are similarly stark. The San Francisco
City Attorney noted that, of 18,075 consumer arbitrations that went to a
hearing in California between January 1, 2003 and March 31, 2007, only
30—TIess than 0.2% of the total—yielded a victory of the consumer. Compl.
q 22, People v. Nat’l Arbitration Forum, Inc., No. C6C-08-473569 (Cal.
Super. Ct. tiled Aug. 22, 2008). Even more strikingly, in “each and every
case where a business entity brought a claim against a consumer and the
matter was disposed of by hearing, the NAF arbitrator ruled in favor of the
business entity—a 100% success rate that any litigant would be overjoyed

to have.” Id. Similarly, Public Citizen found that all but 15 of NAF’s

¢ NAF strongly resisted complying with this law, which was
designed to “level the information playing ground” so that consumers, as
well as the powertul corporations that impose arbitration clauses in their
cousumer contracts, would have access to information about arbitrators’
track records. See Pam Smith, Arbitrators Attack Calif. Disclosure Law,
The Recorder, Oct. 18, 2005. As stated by the Calitornia Court of Appeal
in Mercuro v. Superior Court, 116 Cal. Rptr. 2d 671 (Ct. App. 2002), the
fact that a company “repeatedly appears before the same group of
arbitrators conveys distinct advantages over the individual [consumer].
These advantages include knowledge ot the arbitrators’ temperaments,
procedural preferences, styles and the like and the arbitrators® cultivation of
further business by taking a “split the difference’ approach to damages.” /d.
at 678-79.
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33,948 reported cases were labeled “collection cases,” and 53% of those
cases involved MBNA credit card accounts. Public Citizen, The Arbitration
Trap: How Credit Card Companies Ensnare Consumers, supra, at 14.

Recently, two major lawsuits have been filed that attest to NAF’s
pervasive bias against consumers. In the first suit, the City of San
Francisco, on behalf of the People of California, charged NAF with being
“in the business of operating an arbitration mill, churning out arbitration
awards in favor of debt collectors and against California consumers.”
Compl. 4 1, People v. Nat’l Arbitration Forum, No. C6C-08-473569 (Cal.
Super. Ct. filed Aug. 22, 2008). City Attorney Dennis Herrera said in a
statement that “[t]he lengths to which the [defendants] have gone to ensure
that California consumers lose in arbitrations against debt collectors is
shocking.” Sam Zuckerman, Suit Accuses Credit Card Service I'irm, S.F.
Chron., Apr. 8, 2008, at D1.

The second lawsuit, Ross v. Bank of America, N.A., alleged that a
large number of banks—including Bank of America, Capital One, Chase
Bank, Citibank, Discover Bank, HSBC Finance Corporation, and MBNA
America Bank—*illegally colluded to force cardholders to accept
mandatory arbitration clauses in their cardholder agreements.” 524 F.3d

217, 220 (2d Cir. 2008). The complaint also challenged NAF’s neutrality; it
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noted that NAF is used by “nearly every detendant” and that NAF “markets
its services to companies in several industries as a way to lower potential
costs from disputes with consumers.” Oehlsen, Mandaiory Arbitration on
Trial, Credit Card Mgmt., supra, Jan. 1, 20006, at 38. The trial court had
dismissed the plaintifts’ claims for lack of standing, but the Court of
Appeals for the Second Circuit reversed, holding that the injury inflicted
upon the market “from the banks’ alleged collusion to impose a mandatory
term in cardholder agreements,” including the “reduction in choice and
diminished quality of credit services,” was sufficient to constitute an injury

in fact. Ross, 524 F.3d at 223-24.

CONCLUSION
As a business, NAF depends on the creditors that choose it in their
consumer contracts. Numerous articles, studies, and court decisions show
that, to obtain and maintain its corporate clients, NAF routinely enters
arbitration awards in favor of creditors and debt collectors and against
consumers, even when those consumers never owed the debt or never
agreed to arbitration. In light of this unique and troubling relationship, this

Court must not permit debt collectors such as NCA to further benefit from
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this skewed system by leveraging arbitrations before NAF to immunize
themselves from liability for violations of the Rosenthal Act.
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Let's say you decide o sue vour credil-card company because ol outrageous interest rates and fees
and deceptive marketing practices. Suddenly you discover you can't do it. JFN1{

INTRODUCTION

Unsolicited credit card mailings are on the rise, |FN2] and consumer indebtedness has been increasing
apace. Alongside the mounting levels of debt are fears that consumers misapprehend the consequences of cheap
credit and that the marketing of credit cards preys on the inability of consumers (o assess properly Lhe likelihood
that they will become prisoners of a compounding spiral of debt. |FN3| A great deal of the critical commentary
has focused on the initial induccment of consumcrs into dependence on credit cards through liberal solicitations,
no annual charges on the cards, and initial low rates of interest. The primary claim here, as articulated by Pro-
fessor Oren Bar-Gill, has focuscd on the pricing mechanisms used by credit card companics to lure consumcrs
into a haven of debt, one whose back-end charges make it all too likely (hat debt levels will become all-
consuming. [FN4]

In his Essay, we shifl the focus from the mechanisms by which consumers are drawn to the world of credit
cards 1o the perils (hat awail them in the land of plastic. A survey of reporled cases dealing *158 with consumer
claims against credit card conpanies reveals a number of practices that exacerbate the effects of credit card in-
dcbiedness and [rustraie consumers' cfforts to disentangle themsclves [rom bad credit card deals. We usc (hese
challenged practices as examples of the potential consequences of credit card debt, even if they arise after the
initial contractual induccment.

The risks associated with the ever-enlarging amount of available credit have been compounded by the cre-
ation of cffective barricrs against deterrence-based oversight of the credit card market. In Part I we look at onc
convenient source ol protection: the federal banking laws. These laws have been interpreted (o provide exclusive
regulatory power to the handful of states that have emerged as friendly fora for credit card companies. Thus,
Dclaware, South Dakota, Nevada. Arizona, Rhode Island, and New Hampshire - states that combined have only
4 percent of the population - are now home o credit card issuing banks (hat, as ol 2003, were owed more than
$330 billion of the $490 billion outstanding debt on American credit cards. }FN5j

The major development, however, is the inclusion of binding arbitration clauses by most major credit card

© 2009 Thomson Reuters/West. No Claim to Orig. US Gov. Works.
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companics in their agrecinents. a move designed (o thwart any sort of cx post accountability for credit card com-
panies. In Part I, we turn to the question of ex post accountability for those who structure the terms of credit
card debt. Our concern here is neither with the terms of credit card offerings nor with the actual levels of con-
sumer debt. Rather, as in all markets characterized by large sellers and relatively atomized consumers, there is
the risk of improper practices that imposc small, almost inconscquential costs on mdividuals but yicld signific-
ant returns in the aggregate.

Although the proliferation of these binding individual arbitration clauses has begun to draw the attention of
consumer activists, [FN6] only the most awarc of consumer groups has ¢ntered the fray. [FN7] Although the fo-
cus of these groups is olten on the perceived [airness - or unfairness - ol arbitration itself, in Part III we look in-
stead at the effect *159 of binding individual arbitration on the possibility of consumer class actions aimed at
unscrupulous credit card practices, and on the reluctance of courts o look beyond contractual formalisin in con-
fronting one-sided imposition of these terms.

1. LOCATION. LOCATION, LOCATION

When Chief Justice John Marshall decided AcCulioch v Marviand [FNS] in 1819, the one fledgling national
bank was wcak and in danger of being smothered by taxes imposed by the individual states. Today, there arc
roughly 2,200 national banks, {FMNY| robust and growing due to the National Bank Act {FN10{ (NBA) and sub-
scquent acts of Congress [FN11] that strengthened the federal banking system by capitalizing on the powcrful
ability. outlined by Marshall years before, [FNi2] of the federal govermment lo preeinpt rival state law. [FN13]

The core of the relevant preemption power is found in § 85 of the NBA. which permits national banks to
charge “intcrest at the rate allowed by the laws of the State, Territory, or District where the bank is located ...
and no wnore.” [FN14] The term “localed” proved to be a source of controversy, but in 1978 the Supreme Court
significantly expanded its scope in AMarquette National Bank v Iirst Omaha Service Corp. |FN15{ Under the
Marquette doctrine. a national bank is decined to be located in the state in which it is chartered and is account-
able to the laws of that state for its commercial activities, even if such activities are conducted elsewhere. This
allows for the “cxportation” of the laws *160 of onc statc to regulatc conduct in somc other statc. As a result,
banks are able to choose their interest rates by virtue of their location in one state, and then to export those rates
to customers in other statcs. Morcover, under Afarquette, other states arc forbidden to and may be cnjoined from
attcmpting to apply their usury laws and other regulations to out-of-statc banks. [FN16]

Marquete had a dramatic impact on (he credil card industry. [FN17{ Suddenly, states thal olfered lavorable
Icgal sanctuary, such as freedom from usury regulations, could cntice credit card companics to relocate. [FINIR]
And. smaller states, with their impressionable legislatures, became prime candidates [rom which credit card
companies could seek legal accommodations. AMarquette allowed nationwide market gains from whichever state
offered the most prolective legal enviromnent. To the contrary of Herbert Weschsler's [amnous invocation of the
“political safeguards of federalism,” [FN19{ the ability of any state to capture federal preemption through the
cxportation of its home-statc regulations resulted in small states being offered relatively large gains by imposing
risks on out-of-state consumers. Any state with a small population would likely serve as an attractive candidate
for being importuned with the promise of tax revenues and jobs, with the burden primarily shouldered by voice-
less consumers in other statcs.

And so it came (o be that, like Elvis impersonators lo Las Vegas, credil card companies were drawn to South
Dakota and Dclawarc. For *161 cxample. by 1982, tcn banks had a ncw, major presence in Delaware, and today.
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“lenders in Delaware hold 43 percent of total credit card loans made by insured depository institutions.” [FIN20}
This movement proved quite lucrative to those states with permissive regimes and limited usury laws (if any).
After dercgulation, South Dakota's tax reverme from credit card issuing banks incrcased from $3.2 million in
1980 to $27.2 million in 1987; Delaware's went from $2.4 million to $40 million in the same time period.
{EN21] For thosc statcs with morc stringent rcgulations. the job flow has wanced as companics lcave. In 1997,
North Carolina's Deputy Coinmissioner of Banks, estimated thal the state had “experienced a loss of several
(housand jobs over Lhe years as state legislators refused (o loosen credil card regulations.” [FN2Z]

In 1996, the Supreme Court again cxpanded the ¢xportation doctring in Smiley v Citibank. [FIN23} Adopting
a definition suggested by the Office of the Comptroller of the Currency (OCC). the Court held “interest” to in-
clude any charges attendant to credit card usage. |{FN24} As promulgated in OCC regulations, this would in-
cludc, “numerical period rates, late [ees. creditor-imposed not sulficient funds (NSF) fces ..., overlimit [ces, an-
nual fees. cash advance fees. and membership fees.” among other things. |FN23{ Despite ongoing efforts by
some states to test credit card immunity from regulation outside their chartering states, [FN26] the predictable
effect was Lo allow the most pliable slales lo serve as sale havens from regulation.

Thus, latc fces went the way of intcrest rates. and statcs with permissive regimes continued to hold sway
over the rest of the country. After 1996, credit card coinpanies changed their pricing strategies. incorporaling a
wider variety of [ees {FM27} and using variable interest rates. {FN28] #*162 The relaxation of siale regulation on
ancillary charges for credit cards provided an important new source of revemme for credit card issuers that was
not as transparent and not as subject Lo cownpelilive pressures as fixed charges or specified interest rates. Thus, it
seems more than coincidental that the significant rise in late fee revenue has occurred at the same time as the fall
- and for many, the cradication - of the highly transparcnt annual charge. [FN29] Beyond the possibilitics for
sharp dealing, such as having an unpublished cutoff time for payments (for example, 1 p.m. on the relevant day
{FN30]). or holdimg payments reccived on the duc date and crediting them the next day. credit card companics
are also able to lake advantage ol consumer behavior that shows a high sensilivity lo yearly fees and an overop-
timistic attitude towards compliance with paviment dates.

Bchavioral litcrature suggests that companics should be expected to design contractual offers in anticipation
ol the predictable decisional heuristics of consumers, such as overconfidence. {FN31] Consumers appear highly
attuned to anmual charges, and those have largely passed from the scene in a highly competilive market. Smmil-
arly, the increasing salience of interest rales has given rise 1o a generation ol “flippers.” or, more colorfully,
“rate tarts” - savvy consumers willing to switch their credit cards or swap their debt from credit card to credit
card to lake advantage of lower rate offerings. [FN32] In responsc, credit *163 card companics have shifled their
focus to increasingly less visible pricing schemes to achieve similar results and to forestall the normal profit
contractions of a maturc market. [FIN33] Oddly. from the vantage point of a credit card holder. the older regime
of an annual fee may well have been the better option. The average late fee in 2003 was $32. The average annual
fee, on those few accounts subject to one, was $44.30. FN34| Late fees, however. cost much more than the $32
payment. They trigger penalty rates - often considerable hikes in the cardholder's annual pereentage ratc (APR) -
and they usually are tiered, with higher [ees for higher balances overdue. [FN335} Conswner groups have sugges-
ted that this combination of late fees and penalty rates is convincing evidence of “anti-consumer policies em-
ployed by credit card companics to force cardholders to slide deeper into debt.” fFN36] Soine have cven called
for the return of the annual fee: “|I|ssuers wouldn't have such a scruffy image today if they had held the line of
upfront annual fees instcad of becoming so reliant on dinging their customers cvery time they disobeyed the in-
creasingly strict rules.” [FN37}
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Regardless of the advocacy ol consumer groups, latc fecs have tripled in the past decade. [FN38] and when
coupled with related fees (such as overlimit fees) presently constitute a third of the income stream for credit card
companics. [FN39} Controlling the latc fee explosion through regulation is proving beyond the regulatory capa-
city of individual states. In *164 early 2005, for example, Maine legislators tried to put together a bill that would
protect consumcrs front “excessive™ late fees. The cffort was short-lived. and cven the bill's sponsor recognized
its inherent weakness: “[T]he bill [] would unfairly allect Maine-based banks because nalional credit card is-
suers would not be allecled.” [FN40] This suggests that the key (o ellective regulation is the ability to regulate
the practices of national banks operating within the several states, rather than any individual state trying to regu-
late the small number ol credit card issuers within its jurisdiction, as the Maine example demonstrates.

More significant, therefore, was the effort in California to alter the practices of all credit card offerings in
that state with regard (o one method credit card issucrs have used o increasc their revenucs: the cxlension ol the
time necessary to pay off loans by reducing the monthly minimum payments. {FN41] For the substantial seg-
ment of the population that pays only the monthly ninimum, [FN42] the rcduction in the minimum payment
produces an increase in indebledness and associated interest charges, regardless ol whether il improves the wel-
farc of the cardholder. Professor Bar-Gill suggests this is an arca m which credit card companics take advantage
of and actvally target “consumcrs’ undcrestimation of the period it will take them to repay their credit card
debt.” [FN43] To that end, companies oflen design credit card bills so as to highlight the minimum payment
rather than the total balance due. [FN44] In order to counteract the inducement to carry greater debt by paying
only the minimum amount due. the Califorina Icgislature passcd a statuie designed (o requirc companics o warn
credit card users about the length of time required and total cost incurred if the outstanding balance were to be
repaid only by minimum balance *163 incrementals. {FN45] Tlns regulatory cndcavor was quickly shut down
under challenge by the American Bankers Association, with a court finding that the home laws of the issuing
banks. opcrating with the national mandatc of the NBA, preempted the California regulations.. [FN46]

The combined effect of these decisions was understood fo “immunize credit card issuers [rom slate con-
sumer protection regulation.” |FN47! Other than the likely captured home state regulators of the chartered
banks. this Icaves only the OCC with any potential regulatory oversight. Unfortunately, there is little cevidence
that the OCC either by design or operation is set up to be a consumer watchdog. Although the OCC has been
taking a more proactive approach to policing the credit card industry, that is siinply not its mandate: “Congress
never granted o the OCC the authority to substitutc what i bcheved best protected conswncrs for what duly
elected legislatures believed best.” JFN48| The OCC is not meant to be focused on consumer rights - just on
strengthening the national banking industry.

In the em leading up to and just after Swiff v 7vson, [FN49} a case that was intended to create national rules
for the credit market, commentators bemoancd the fact that law had become “a science of geography. almost as
much as of justice.” [FN3(] Justicc Story's attempt to nationalize commercial law had unintended legal con-
sequences that resulted in inconsistencies and inequalities among different states. JFN31| The retum, after Arie
Railroad Co v Tompkins, [FN32] of control to statc law has not. *166 howcver, solved the problem. [FN52]
State law in small states like Delaware and South Dakota, through (heir policies on interest rates, late fees and,
increasingly, no-class action clauses, now provides the rules for the credit industry. |FN34{ In AMcCulloch, Chief
Justice Marshall suggested that the people of onc state should not be required (o entrust the operations of the na-
tional bank to the people of another state; one can only marvel at how AMc(Cufloch has laid the foundation for in-

dividual statcs to sct the terms of the national credit market. [FN33]
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II. “GET OUT OF JAIL FREE" [FN36]

Parties who rely on others are, in all circumstances, imperfectly able to monitor the work of their agents.
Thus. cvery principal-agent relationship is ripe for (he exaction of agency costs; hopelully. market pressurcs will
impose a competitive brake on their escalation as information spreads and other potential agents offer arrange-
ments more profitable to the principal. However, the democratization of markets and their transformation into
mass markets strains Lhis simple conlraclarian story. Increasingly, the relations between large sellers and mul-
tiple small buyers becomes a world of contracts of adhesion, with terms and conditions set by the seller with no
realistic prospect of negotiation. When markets prove not to have price competition. or when information is dif-
[icult 10 obtain and the (ransactional barriers to leaving one seller to [ind another are high, the risk ol seller mis-
behavior is heightened. This is the story of many areas of consumer law, as the proponents of “asymmetric pa-
tcrnalism” have outhned. [FN37] The democratization of wnarkets and (he repeat naturc of the scller's transac-
tions give rise to the prospect of the incremental extra charge, the marginal *167 defect in goods, the sleight of
hand of the bait-and-switch. all of which arc not worth the transactional hcadaches for the consumcr to chal-
lenge. But when these small and seemingly insignificant market misbehaviors are spread over a broad consumer
basc, small charges mount into sizcable yiclds.

The credil card market is a perfect example of a democratized market. Once (he sole purview ol the wealthy
and entrepreneurial classes, credil cards have brought the enhanced powers ol leveraged debt {o the masses.
Credit cards may stimulate consumption and smooth intertemporal fluctnations in wages, but they also bring the
specter of crushing debt. Crilically, credit cards provide misbehaving sellers with the capacity for simple ex-
ploitation in a highly asymmetric market with little consumer bargaining power for those already on the hook.

The question is thercfore what can be done o check misbehavior in circumstances where markel mechan-
isms may prove to be insufficient. It would perhaps be possible to impose a strong forin of regulation on credit
card markets: terms and conditions could be fixed; the amount of credit to individuals limited; the gencral avail-
ability of credit cards curtailed. Cass Sunstein has described this sort of command-and-control regulation as
“hard paternalism.” [FN38] Although some issucs may be successfully addressed via this option, major disloca-
tions for a significaut part of the cconomy would be created and the availability of credit for thosc who nced it
reduced. The goal ol asynumetric paternalism is (o find less intrusive forns of regulation that focused on the
areas of decisionmaking where biases and deeply flawed heuristics might control, while leaving a broad range of
decisionmaking to individuals cognizant of the consequences ol (heir conduct. [FN59] This. per Professor Sun-
stein, is the domain of soft paternalism. In effect, soft paternalism searches for mechanisms to improve decision-
making without having the slatc assume responsibility for all decisions, most Lypically on a onc-sizc-fits-all basis.

Credit cards are a difficult area for this form of mildly paternalistic regulation because the most preferred of
the weak regulatory options - disclosure - is likcly to be insufficicnt. Most remedial cfforts. such as the federal
Truth in Lending Act (TILA) regulations, are *168 aimed at providing more information about the potential pit-
falls of credit. As one commentator has noted,

[W]hether consumer behavior is influenced by the historical APR disclosure has no cmpirical con-
firmation. The consumer's decision to incur the cash advance fees was certainly not affected by this dis-
closurc that took place well after those transactions, possibly by as much as a month. In short. the value of
periodic aggregation and disclosure of [inance charge [ees, and compulation of them into an historical
APR, is considerably attemuated. {FN60|
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A. Ex Post Accountability

Assuming the standard weak regulatory responses, such as disclosure, may have only slight utility, the ques-
tion is what (o do. Al this point. it may bc nccessary (o cxpand the arsenal of soft patcrnalistic responscs Lo in-
clude mechanisms that offer protections ex post rather than ex ante. Focusing on ex post mechanisms - such as
knowledge gaincd through repeat play or the availability of agents with incentives to countcract imperfect spot
judginents - highlights a shorlconrng in the behavioral literature. The behavioral critique ol individual decision-
making does not readily acknowledge how institutions and markets may mediate between cognitive error and ir-
rational behavior, Thus, Richard Epstcin writes:

Over time, individuals will seek out others who have better knowledge (han themselves (o make crit-
ical decisions, at least as long as they have some recourse against fraud and other forms of misappropri-
ation. Markets then are rational to (he extent that, on average, the decisions o cede control or (o share au-
thority replace worse decision makers with better, leaving both sides to the deal better off than before.
Perfcction of outcome is simply too strict a condition to have any descriptive or normative relevance. [FN61]

One such possible institutional actor is the self-designated ex post agent, the entrepreneurial lawyer willing
to aggregate claims of small disadvantaged consumers. In much of consumer law. such an agent, cither from the
private bar or through (he parens patriae power or regulaiory power of the state, is the sole polential agent for
consumers *169 “lo seek oul” - even il the seeking parly is inverled. The question is whelher ex post leaming or
access to an agent to challenge misbehavior ex post may be thought of as a companion mechanism to soft pater-
nalism. Polential legal representatives anned with doctrines such as unconscionability may well provide sufli-
cient smoothing in a market characterized by asymmetric bargaining power and access to information. But this
assumcs the availability of such lcgal representatives Lo provide cx post remedial assistance. Between the pree-
mptive powers of captured state authority and prohibitions on collective action, the credit card companies have
worked mightily to insulate themsclves from corrective market actors.

Our concemn, as we explain below, is the increased use of contractual terms in credit card offerings that re-
quire all disputes to be submitted to arbitration rather than litigation and that further prohibit any aggregated rep-
resentation regardless whether the challenge gocs forward in court or through arbitration. Accordimgly, we may
locus more directly on the question ol compelled arbitration, in general, and compelled individual arbitration, in
particular. in light of their relation to the ability to acquire agents capable of correcting consumer error ex post.
It is of course possible to posit, as did Justice Blackmun in Carnival Cruise Lines, Inc v Shute. [FNG2] a case
concemning a forum selection clause in a contract of adhesion, that any contractual provision imposed by a seller
in a form contract will be priced into the ultimaic bargain reahzed by the consumcr, (hrough the incchanisms of
market efficiencies. [FNG3| Indeed, Professor Clayton Gillette offers this form of joint welfare gain as a major
defense of the use of arbitration for dispute resolution in commercial venturcs. [FN64] But these arguments as-
sumc preeiscly what is contested in the accounts of price inscnsitivity prescntcd by Profcssor Bar-Gill. and dis-
regard the bait-and-switch and lock-in problems that are often at issue in these cases. [FMNGS{ Not only are these
sccond-order considcrations unlikely to captore consumer interest, they arc also unlikcly cver to become the
source of market comnpetition: “[NJo seller is likely to call attention lo possible problems with its own product
by telling consumers that “if it explodes you can *170 sue us in court, not just through an arbitration.”” {F"N66|
In addition, Profcssor Gilletic properly notes the distinet vulnerability of the low value claimant faced with re-
peat players using arbitration as a shield:

Even low-cost arbitration may bc too cxpensive Lo justify initiation ol a claim against a scller unless

© 2009 Thomson Reuters/West. No Claim to Orig. US Gov. Works.



81

73 UCHILR 157 Page 7
73 U. Chi. L. Rev. 157

the cxpected recovery is significant. Thus. consumers who fcar that (hey will be unable to resolve postsale
disputes with the seller may want to reserve a right to join a low-cost class action. or at least an opportun-
ity to pursuc low-cost small claims actions and actions undcr consumer protcction laws, which commonly
permit recovery of attorneys' fees. [FNG7}

Yect the development of the credit card market has made the prospects of low-cost challenge to improper
practices iucreasingly remote. The credit card companies have shown Lhemselves lo be agile and have moved
more quickly than consumer accountability could anlicipate in ways designed o [orestall the emergence ol
agents of the sort Professor Epstein anticipates.

B. Golcha!

A significant number of cases. brought for rather obvious reasons as class actions. bring to light practices
that expose credit card holders to obligations arguably well bevond (he inmitial contractual terms. The bait-
and-switch technique is a frequent subject of litigation involving credit cards: for example, banks may use the
“change in terms” clause in the Cardincmber Agrecinent to change what at the outsct were scemingly fixed
terms. jFN6B] 1t should be stressed that all of the fact patterns that we describe arise from relatively routine con-
sumer cascs in which purchascrs asscrt that they did not obtain the benefit of the bargain into which they
entered. These [act palterns also are typical ol conswner cases in that (hey involve similarly situated recipients
of uniform goods or services who find their claims joined through entre-preneurially-inspired class actions.
What is the subject of concern, *171 however, is the way in which the introduction of mandatory, individual ar-
bitration changes the landscape significantly.

Consider, for example, the claim of Joseph Bellavia against First USA Bank for charging an undisclosed fee
whenever cardholders exceeded Lheir credit limit. {fFN69] The underlying legal issue was whether such a prac-
tice would be unlawful if the “overlimit fee” were deemed part of the mandatory disclosure of finance charges.
{FN70} Or consider the facts in the wost recent casce frow (he Calilornia Supreme Court involving the Discover
card: unbeknownst to consumers, payments not credited by 1:00 p.m. on the due date were deemed late and sub-
ject to a $29 latc fee plus finance charges. [FN71] The question there was whether the imposition of the hour
limilation for the acceptance ol payments was proper within the terins of the underlying card agreement. Each of
these cases presented a straightforward question of law that would, if heard on the merits, apply equally to all
similarly situatcd cardholders.

Perhaps even more Lypical among cases flesling various credil card practices are challenges o unilaleral
changes in the terms of a credit card arrangement. In one illustrative case, an individual opened an account with
Fleet which promised her a 7.99 percent [ixed APR. The mandatory [ederal disclosure, known as (he “Schumer
Box” for the manner in which the information in the initial disclosure is presented, |FM72] strongly implied that
the bank would only change (he mtc under two specific circumstances: “[Flailure of (he prospective cardholder
to meet any repayment requirements, or closure of the account.” |FN73| Here the challenge was whether unilat-
cral changes in cffective rates violated the federal TILA by “fail[ing] to ... disclosc that the fixed-ratc APR that
it was offcring was limitcd in duration and subjcct to its asscrted contractual right to change the intercst rate at
*172 any time,” |FN74| a claim with sufficient apparent merit to survive summary judgment.

But. before the merits of the overlimit fee, the 1:00 p.m. cutoff, or the change m intcrest rates could be

reached, the courts had first to conlront the praclical realities of whether these kinds of cases would ever be
brought given the transaction costs barriers to any single person ever assuming the cost of individual prosecu-
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tion. Not surprisingly, all thc cases were brought as class actions. The key, however. o the overlimit and time-
of-day cases was a second change made by First USA and Discover. pursuant to the amendment provisions in
their cardmember agreements. which created a new agreement to arbitrate all credit card disputes. [FN7 5}

In the case of Bellavia, the requirement of individual arbitration created a perfect bind. Had Bellavia tried to
reject the imposition of new fees by cither refusing to accept the new arrangement or canccling his card, he
would have been subject to another provision inserted by First USA. Il the cardmember rejected Lhe agreement,
his “charge privileges would have been tenminated and he would be required to pay off any unpaid balance, at
which point the partics' rclationslip would ccase.” {FN76] Because many consumers presumably have unpaid
balances because of a lack of liquidity. tlis particular provision put indebted consumers in a mild lockhold. Not
surprisingly, Bellavia did not reject the new tenm, perhaps because of the inability to afford the right of exit.

As a result of [ailing to bail out of the new contract terms, Bellavia's only recourse was Lo bring legal chal-
lenge to the new charges. But here he became immediately subject to the First USA arbitration clause, which the
court found - in conjunction with the company's offer to pay all arbitration costs - to bc a prohibition on pro-
ceeding on a classwide basis. {FN77} The result is that a consumer complaining of *173 mounting charges either
is lcft to pay off immediatcly all outstanding charges on lis account, or is given the opportunity to arbitratc a
claim worth at most a few hundred dollars.

As the Bellavia case indicates. there is every reason to believe that consumers will both fail to comprehend
the significancc of these kinds of changes and will have no realistic prospect of acting upon this type of disclos-
ure. [FN78] As cogenlly expressed by Professor Sternlight:

[Elven to the extent that consumers might read and understand an arbitration clause imposed on a
predispute basis, psychologists have shown that predictable irrationality biases will prevent (hem from
properly evaluating the costs and benefits of accepting such a clause. For example, because people tend to
be overly optimistic, they will often underpredict the nced they imght have (o bring a claim against a com-
pany and thus undervalue what they are losing by giving up a right to sue. Similarly, psychologists have
shown that pcople arc risk-sccking with respect to certain prospective losses. Given the motivation for
profit maximization, il seems inevilable that, absent regulation, companies will seek to take advantage of
consumers' irrational behavior by manipulating arbitration clauses together with other aspects of con-
sumer contracts. [FiN79]

Every indication is that the imposed arbitration clauses are nolhing bul a shield against legal accountability
by the credit card companies. For example, in the first two years in which its contracts featured mandatory arbit-
ration clauses, credit card issucr First USA [iled 51,622 arbitration claims against card uscrs, while only four
consumers made a claim against the company. |FN2{{ As one defense counsel quipped in the parallel context of
franchising agrecments, “[A]n arbitration *174 clausc may not be an invincible shicld against class action litiga-
tion, but it is surely one of the strongest pieces of armor available.” {FNE1]

The cffect of the mandatory arbitration clause on class-wide consumer claims is cvident in a varicty of con-
texts. Regardless whether the challenge is to undisclosed costs of rolling over repeat borrowings (so-called
“loan-flipping™), {FN82{ an undisclosed extra charge of $15 for “vendor's single interest insurance” on the pur-
chasc of a ccll phone, [FN83] or the “credit lifc insurance™ provisions of a home loan agreement (running to
thousands ol dollars of extra charges). [FN84] the resull is olten the same. As one court stated in refusing a con-
sumer request to disallow the imposition of binding individual arbitration, the plaintiff had failed to “carry her
burden of showing cither that Congress intended (o create a non-waivablce right to bring TILA claiins in the form
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of a class action. or that arbitration is “inhcrently inconsistent’ with the TILA cnforcement scheme.™ [FNE35]

The ability of credit card companies to insert mandatory arbitration provisions into their cardmember agree-
ments is not completcly unfetiered. In a challenge brought under the Fair Debt Collection Practices Actl. one
court held that “the type of change to cardholders' legal rights represented by the addition of an arbitration
clausc simply docs not comc within the bounds of that narrowly drawn” change-in-tcrms provision. [IN86]
Some courts have held differently and supported *175 mandalory individual arbitralion requirements under (he
change-in-terms provisions of consumer agreements; [FN&7] moreover certain states have enacted statutes that
allow arbitration clauscs to be added through these change-in-terms provisions. {FN&8] For cxample, all com-
panies charlered in Delaware benelit [rom such a statute. [FN89] The role of an individual state in assisting
credit card companies through state law is a critical aspect of the complicated overlay between federal and state
law in providing refuge for credit card companics.

11l FUNCTIONAL UNCONSCIONABILITY

Although some “no-class-aclion arbitration clauscs™ have been successfully challenged on grounds of uncon-
scionability |FN%0] and of cost-*176 spreading, |FN91{ this remains a minority view. [FN%2j Despite the fact
that the arbitration clanscs arc imposcd in a morc or lcss take-it-or-lcave-it fashion and arc often accompanicd
by punitive provisions for attempting to exit the contract, courts have inquired only whether the terms are clearly
stated somewhere in the cardholder agreement. For these courts, it is cnough that there be an aura of informed
consent around (he prohibition on aggregation of claims. [FN93] Other courts have rejected unconscionability
analysis based on the view of a class aclion as merely a procedural right. [FN$4] The nninority view, however,
has looked beyond the formal synnmetry of the deal to demand that legal redress for misbehavior be realistically
available. [FN95] For example, in a West Virginia*177 case about credit liability insurance, Lhe court (ound the
arbitration provision unconscionable, explaining:

[[n the contracts of adhesion that arc so commonly involved in consumer and cmployment transac-
tions, permitting the proponent of such a contract to include a provision that prevents an aggrieved party
from pursning class action relicf would go a long way toward allowing thosc who commit illegal activity
to go unpunished, undeterred, and unaccountable. jFN96|

The key to this decision is finding unconscionability not in the substantive terms of the cxchange but in the
proccdurcs realistically available for policing misconduct after the fact. Under the facts presented, the court had
to be atuned lo the realily that the individual seeking to act as class represenialive was suwing for a grand (otal of
$8.44. [FN27] No matter how cost effective arbitration might be. such small claims simply are not viable as a
malter of individual arbitration and stand as elfective bullers against any kind of accountability [or praclices
perceived to be unfair. JFN98] And these low-cost claims - termed “negative value™ claims in the class action ar-
got [FN99] - which in the aggregale could cqual hundreds of thousands (il not millions) ol dollars, arc preciscly
the type of claims that class action litigation was designed to facilitate. |FIN10(]

*178 The lcgal landscape has been altered most significantly by the recent decision of the California Su-
preme Court in Discover Bank v Superior Courr. |FN101| The kev insight here is to tie the substantive acceptab-
ility of a contract term to the comparative ability of the parties to enforce their contractual expectations. Accord-
ingly. the court held, “[C]lass action waivers found in [adhesion] contracts may [ ] be substantively unconscion-
able inasmuch as Lhey may operate elfectively as exculpalory contract clauses that are contrary lo public policy.”
[FN1G2}
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Although most courts (o datc have found such mandatory individual arbitration clauscs to be procedural by
nature and therefore not subject to unconscionability analysis, |FN103} the Califomia Supreme Court focused on
the distinct combination of a contract of adhcsion and the unlikclihood that any consumer claim could be cn-
forced absent a collective prosecution. In fact, the court stated clearly that “class actions and arbitrations are,
particularly in the consumer context, oftcn inextricably linked to the vindication of substantive rights.” {FN104]
Accordingly. the court concluded. “Such one-sided, exculpalory contracts in a contract of adhesion, at least to
the extent they operale (o insulate a party [rom liability that otherwise would be imposed under Calilornia law,
are generally unconscionable.” [FIN103]

The key insight of the Caliloruia Supreme Court is o view arbitratiou clauses from a functional perspeclive,
one that assesses both the vulnerability of consumers in particular contractual relations (such as through credit
cards) and the availability ol meaningful incans of redress. The court neither holds all class action waivers un-
conscionable nor condemns the voluntary arbitration of consumer claims. Rather, the court focuses on the pro-
ccdural means through which the waiver of collective cnforcement is obtained (the “bill stuffer” notice *179
sent to consumers in bulk) and the likely consequence on (he enforcement ol substantive rights.

Revealingly, the prospect of classwide arbitration, now cstablished under California law, [FIN105] makes
transparent (hat the concern of the credit card compauies is about collective enforcement, not about the purpor-
ted jointly beneficial savings [rom arbitration. There is some support by states, [FN107] (o engage in classwide
arbitration. [FN108] Credit card companies have shown themselves to be even less enthusiastic about classwide
arbilration than about class action litigation. The “devil you know” pheuomenon is compounded by (he uncer-
tainty of judicial review of class certification in arbitration and the concomitant fear of a “renegade arbitrator”
ccrtifying a class and cxposing a company (o massive liability. {FN10%] Thus,

Discover Card recently amended its clause to provide that “if the Class Action Waiver set forth above
in the Arbitration of Disputes scction is invalidated in any proccediug in which you and we are involved,
then the Arbitration of Disputes section will be void with respect to that proceeding.” In other words, if
Discover can't compel individual arbitration, it docsn't want to be in arbitration at all. [FN110]

*180 Other companics have tricd to cffect similar results, though with less dircet language. [FN111]

The legal question then becomes whether the impediments to collective enforcement mechanisms are of suf-
ficicnt conscquence to invite cxacting judicial scrutiny, {FN112] This claim is an uphill battle given that the U.S.
Supreme Court has nol only rejecled the claim that inequality of bargaining power itsell may doom a mandatory
arbitration clause, jFN113] but has repeatedly endorsed a strong preference for private dispute resolution. Non-
ctheless. cven the Court's carly cxposition of the desirability of arbitration tied the preferability of the private
forum to the ability to vindicate substantive rights:

By agrecing lo arbitrale a slatutory claim. a parly docs not forgo the substantive rights afforded by
the statute; it only submits to their resolution in an arbitral, rather than a judicial, forum. It trades the pro-
cedures and opportunity for review of the courtroom for the simplicity. informality, and cxpedition of ar-
bitration, [FN 114}

Subsequently, the Court further cautioned that the use of the arbitral forum must not impede the function of
the substantive right at issuc: “So long as the prospective litigant cffectively may vindicate its statutory causc of
action in he arbitral forum, the statute will continue 1o serve both its remedial and delerrent [unction.” {FN1i5]
The question is what constitutes “effectiveness” for purposes of preserving core substantive rights. Thus it may
be that, as Linda Demaine and Deborah Hensler suggest in (heir study of the “Average Joc™ in California. the
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wording of predispulc arbitration clauses and the paucity of information*181 available to consumers on their
meaning and import results in a playing field “strongly tiltled|... in the business's favor.” {FN1i6{ But that alone
docs not appear to suffice to demonstrate a disqualifying lack of cffectivencss of arbitration.

Some lower courts have seized upon the concept of “effectiveness” as a way of annulling arbitration clauses
that preclude collective action. Onc district court m Delaware, for cxample, found that prohibiting a class action
for a claim under the TILA would f(rustrate Lhe purposes of the Act: “[W]ithout a guarantee (hat [lthe plainti(l]
may ‘effectively ... vindicate his statutory cause of action in the arbitral forum,” it is questionable that the
“statute will continue to scrve both its remedial and deterrent function,™ [FN{17] Some courts intcrpreting state
law have also voided arbitration clauses in situations where (he underlying statute expressly authorized the right
to bring a class action. |FN118j

Yet these decisions have until recently been oulicrs. The decision by the Delawarce district courl was over-
turmed by the Third Circuit on the basis that TILA had not created a substantive right to a class action. {FM119]
The Supreme Court's decision in Gilmer v Interstate-Johnson *182 Lane Corp, [FN120] suggests the same is
true about the Age Discrimination in Employment Act (ADEA): “Even if the arbitration could not go forward as
a class action or class rclicf could not be granted by the arbitration, the fact that the [ADEA] provides for the
possibility of bringing a collective action does not mean (hat individual attempis at conciliation were mtended to
be barred.” |FN121{ The critical question, therelore. is whether there is any basis [or including the ability to
bring consumer claims collectively against credit card companies as a substantive right, per Gilmer.

As indicated by he California Supreme Court in the Discover litigalion, his is now a key area of contenlion
if ex post accountability is to remain a weak form of regulatory review of the burgeoning credit card market.

CONCLUSION

The ultimate question raised by this Essay is whether a guarantee of ex post review can be fitted withiu a
soft paternalistic regime. Although not developed i Discover, the reasoning of the California Supreme Court
fits comfortably with both the insights of Professor Bar-Gill, conceming the initial vulnerability of credit card
consumers, and of Profcssor Epsicin. cxtolling the ability ol cxperience and agenis to overcome initial heuristic
errors. The California Supreme Court's approach neither commands a particular form of consumer regulation nor
Icaves the matter cntircly to contractual formalism. Instcad, consistent with the approaches of soft patcrnalism,
the regulatory response also facilitates elfective aller-the-fact responses. For those consumers who realized the
benelit of the bargain, no credit card praciices are deemed per se unacceplable. On the other hand, sysiematic
miscstimations of cost or propcnsity to latc fecs may be redressed, cither by learning or by legal challenge if the
practices are indeed beyond (he scope of conscionability.
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First Scnior Deputy Comptroller and Chicf Counscl at the Office of the Comptroller of the Currency (OCC). Ju-
lie L. Williams, Remarks before the Mid-Atlantic Bank Compliance Conference 1, 2 (Mar 22, 2002), online at
http://www.occ.treas.gov/ftp/rclease/2002-30a.doc (visited Jan 6. 2006) (describing banks' rccent cfforts to cre-
ate income from sources other than interest, and citing the recent large scale credit card solicitations as evidence
of ncw marketing techniques).

[FN3]. See Oren Bar-Gill, Seduciior bv Plastic. 98 Nw U L Rev 1373, 1420-21 (2004) (arguing (hat
“[i]ndividvals tend to make fewer mistakes when a decision involves higher costs,” and that the unsolicited
nature of credit card offers suggests they are inexpensive, Ieading to less consumer vigilance).

{FN4]. See it at 140108 (describing various credit card pricing teclmiques, such as use of teaser rates and no
aimual or per transaction fees, that tend to lure consumers into taking on credit card debt).

ris o
lend-

[FN5]. Mark Furletti, Comunent, The Debaie over the Nufional Bank Act end the Preempiion of Siate
Peguiate Credit Cards, 77 Temple L Rev 425, 443 (2004) (discussing the ramifications of liberalized sta
ing statutes).

{FNG]. For example, a coalition of consumer groups has started a “Give Me Back My Rights” campaign to en-
courage consumers to scck out the few credit card companics that do not compel arbitration and switch to their
cards. See Give Me Back Ay Rights Campaign, online at http://www stopBMA org/bma-about.htm (visited Jan
6, 2006) (naming the founding members of the coatition that is working to climinatc binding mandatory arbitra-
tion clauses, and providing inforination on the issue).

{FN7]. See Michael D. Sorkin and Ed Ronco, Consumer Groups Decry Growing Use of Arbitration, St Louis
Post-Dispatch Al (Fcb 25, 2005) (“Many have no idca they've cver agreed to binding arbitration, by passively
accepling a densely worded agreement m tiny type.”).

[EN8]. 17 US (4 Wheat) 316 (1819).

{FN9]. See Clyde Milchell, OCC Preemption: What's the Problem?, 231 NY L T 3, 3 (Mar 17, 2004) (discussing
the conflict that arises when state legislatures attempt to “regulate the activities of || national bank|s| operating
within [their] borders™).

|FN10. See 13 Stat 99, 108 (1864). codified at 12 USC § B3 (2000) (authorizing banks to charge interest on
loans that they make).

{FN11}{. See Riegle-Neal Interstate Banking and Branching Efficiency Act, Pub L No 103-328, 108 Stat 2338
{1994}, codificd at 12 USC § 1811 {2000} (cstablishing the Federal Deposit Insurance Corporation to insurc the
deposits ol banks and savings associations). Gramm-Leach-Bliley Acl, Pub L No 106-1G2, 112 Sat 1338 (1949)
(providing a framework for the affiliation of various fimancial institutions to enhance competition).

[FN12]. See AMcCulfoch, 17 US {4 Wheat) at 427 (holding that a Maryland law nnposing a tax on the Bank of
the United States was unconstitutional because the states lacked the authority to impose such a burden on the
federal government).

[FN13]. See Elizabeth R. Schlile, The dmazin, Expanding Fxportaiion Decivine and Jis Effect on
Predatory Lending Regulation, 88 Minn L Rev 518, (2004 (illostrating how the exportation doctrine's
application significantly increascs the “participation of mainsircamn [inancial institutions ... in the subprime loan
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market” becausc it allows [ederal rules (o preempt state predatory lending laws).
{FN14]. 12 USC § 85,

{FN13]. 439 18 299 (1978} (holding (hat the NBA was cnacted with the intent that banks be subjeet to the laws
of the state in which they are chartered).

{FN16]. Sccidat 318 n 31,

[FN17|. Federalism concemns compound the problem of the prohibition on class actions, as will be discussed
throughout. Although class action mcchanisms arc available under the deceptive business practices statutes of
mosl stales, federal preemption threatens (o eviscerale this procedural device based on (he home state law ol a
chartered bank. See John A. Marold. Third Circuif's Decision in Roberts v. Fleet Bank: Thinking Outside of the
“Schumer Box™ or “Consumerism Gone Berserk”?, 8 NC Banking Instit 399, 412 (2004) (describing Roberis
decision as requiring federal preemption of Rhode Island's Unlair Trade Practices and Consumer Proteclion Act).

{ENiB). There exists an enormous literature on the extent of the competition for corporate reorganizations
among slates. which attract corporations by offering more [avorable legal regulations. See [or example Robert
K. Rasmussen and Randall S. Thomas, 7iming Afatters: Promoting forwm Shopping by insefvent Corporations,
$4 Nw U L Rev 1357, 1363 {2000) (arguing that forum shopping in bankrupicy cascs provides an incenlive for
jurisdictions to craft better legal rules). The extent of such competition is mitigated by the umwillingness of
sophisticated capital markets to limit the amount of cxploitation that any particular Icgal regime may offer. In all
likelihood, the compelition for credit card companies is more direct than that for corporalions, because there are
not sophisticated financial institutions monitoring the impact of various incorporation regimes on the mvestment
quality of sccuritics bascd on diffcrent state laws.

[EN19]. Herbert Wechsler, 7he Political S : The Role of the Staies in the Composition
and Selection of the National Governmen 546-47 (1954) (arguing that the independence
of state governments is an integral conponent of our federalist system). See also Larry D. Kramer, Putiing the
Politics Back into the Political Safeguards of icederafism, WO Colum L Rev 215, 233-34 (2000) (reassessing
Wechsler's argument in light of the role of national political partics).

{EN2(. Diane Ellis, The Effect of Consumer Interest Rate Deregulation on Credit Card Volumes, Charge-(ffs.
and in the Personal Dankruptcy Rafe, Bank Tronds 98-05 (FDIC. Mar 1998), onlinc at hitp://
www.[dic. gov/bank/analytical/bank/bi_9805.html (visited Jan 6, 2006).

{FN21]. Small Us Usurious, Economist 26 (July 2, 1988) (discussing the massive increasc in credit card debt m
South Dakota and Delaware on account of usury ceiling deregulation).

{FN22]. Amanda K.S. Hill, Note, State Usury Laws: Are They Effective in a Post-GLB:A World?. 6 NC Banking
Instit 411, 427 (2002) (discussing (he (radeoll between protecting the slate's cilizens by maintaining strict usury
limits and causing other citizens (o lose jobs in the credit card market as companies move 1o slates that have
looser regulations).

{FN231. 517 US 735 (1996).

{FN24{. id at 747 (holding that the statutory interpretation of 12 USC § 85 supported by the OCC was not un-

€ 2009 Thomson Reuters/West. No Claim to Orig. US Gov. Works.



88

73 UCHILR 157 Page 14
73U. Chi. L. Rev. 157

reasonable. and was (hus cntitled to deference).

IFN25]. 12 CFR 7.3001¢a) (2005),
[FN2¢]. These states include, among others. California, Illinois, Indiana, New York. and Vermont. Scc Nicole
Duran, QCC: States' Fnforcers Subject to Preemption, Am Banker 1 (Dec 3, 2002) (describing the OCC's at-

tempts to intervene when certain states investigate or threaten to bring actions against banks).

{FN27|. One often cited example is the “currency-conversion fee,” which is a charge for “the benefit of using
the card” abroad, according to a spokcsman for Visa. Christopher Elliott, /4 Fee Lven the Card Issuers Cannot
Explain, NY Times C8 (June 14, 2005) (arguing (hat the currency-conversion [ee is unjustifiable and providing
anecdotes regarding the author's inability to obtain explanatory information about the fees from credit card cown-
panies).

[FN28]. See The Profitability of Credit Card Operations of Depository Institutions, An Aimual Report by Lhe
Board of Governors of the Federal Reserve System (Aug 1997). online at  hitp:/
www.[cderalreserve. gov/boarddocs/mplcongress/creditcard/1997/delfault HTM  (visited Jan 6, 2006) (“[M]any is-
suers have also moved to variable-rate pricing that ties movements in their interest rates to a specified index
such as the prume rate.™).

|FN29|. For example, only 13 percent of cardholders are subject to annual charges. See James J. Daly, Smooth
Sailing. 17 Credit Card Mgmt 30, 34 (May 2004).

{FN30. See Discover Bank v Superior Cowrr, 36 Cal 4th 148, 30 Cal Rptr 3d 76, 78 {2005) (“The credit card-
holder ... alleges that Discover Bank had a practice of representing to cardholders that late payment fees would
not be assessed il payment was received by a certain date, whereas in actuality they were assessed il payment
was received aller 1:00 p.m. on (hat date.”).

{FN31]. Scc Jon D. Hanson and Douglas A. Kysar, Taking Behavicralism Sericusty: The Problem of Mariker
Maonipulation. 74 NYU L Rev 630, 654-65, 722 (2002) (discussing common consuiner behavioral tendencies,
such as “false self-confidence” and the “optimistic bias.” in addition to a larger set of heuristics, and suggesting
that manufacturers should bc able 0 prey on these biascs to influence consumer prefcrences); Stefano Della
Vigna and Ulrike Malmendier, Overestimating Self-Control: Fvidence from the Health Chib Industry 5
(Stanford  Graduatc  School of Business Rcscarch  Paper 1880,  2003), onlinc at  ht-
{p://gsbapps.stanford.edu/researchpapers/library/RP1800.pdl (visiled Jan 6, 2006) (finding evidence ol conswmer
time inconsistency and overconfidence in the market for three U.S. health clubs and positing that health clubs
cxploit these tendencics via their contractual offerings).

JFN22}. In the United Kingdom, such consuiners are called “rate tarts.” Jim Stanton. [Why Adoneyquest is in Love
with Rate Tarts, Evening News (Edinburgh) 4 (Nov 3, 2005).

[FN331. Penalty fees contributed to only 16.1 percent of tolal revenue in 1996. By 2003, fees made up 33.4 per-
cent of total revenue. In the same time period, the disclosure statements have grown from an average of one
page o an average ol twenty, with some cardmembcer agrecinents running as long as seventy pages. Scc Mitchell
Pacelle, Growing Profit Source for Banks: I'ees from Riskiest Card Holders, Wall St J Al (July 6, 2004)
(“Instcad of cutting thesc people off as bad credit risks, banks arc Ictting them spend - and then hitting them
with larger and larger penalties for running up their credit, going over their credit limits, paying late and getting
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cash advances [rom their credit cards.”). Robert McKinley, CEO of CardWeb.com. is quoted as saying. “As
competitive pressure builds on the front-end pricing, it has pushed a lot of the profit streams to the back end of
the card - to thesc fees.™ Id.

[FN34{. Daly, 17 Credit Card Mgmt at 34 (cited in note 29) (citing many statistics collected from credit card
companics in 2004, including cost of funds. nct chargeoffs. and avcrage annual fee, which had increased from
$43.73 in 2002).

{FN3S). Credit Card Late I'ees Rising, 3 Cardlinc No 49, 1 (Dee 5, 2003) (describing the results of a recent sur-
VEY).

{EN36Y New Credit Card Survey Uncovers Increases in Anti-Consumer Practices, Ascribe Newswire (May 24,
2004) (describing a 2004 Consumer Action study detailing a number of questionable credit card company prac-
tices, iucluding high late fees and high interest rates).

{EN371. James J. Daly, Mourning the Annual 1‘ee. 17 Credit Card Mgmt 4. 4 (Sept 2004) (describing recent pub-
lic uphcaval regarding high credit card fees).

{FN38|. Megan Johnston, Stop Getting Nicked hy [.ate Iiees, 34 Money 45, 45 (Mar 2005).

[FN39]. Miles Rapoport and Andrew Fleisclunann, Yes, Virginia, There Is a Credit Card Late Fee. The Record
(Bergen County, NJ) L15 (Dec 23, 2003) (showing that in 2003, credit card companies were expected to reap
approximatcly $40 billion in fees versus approximatcly $80 billion in interest charges). Income from late fees
has grown by almost 400 percent in the past decade. See id.

[FN40]. Deborah Turcotte, State Begins Looking into Credit Card Iees, Bangor Daily News AS (Jan 26, 2003)
(summarizing Lhe state legislatre's proceedings on possible credit card regulations and suggesting that cou-
sumers simply need to treat contractual negotiations with credit card comnpamies more carefully, as the bills are
unlikely to pass).

{FN41j. See California Credit Card Payment Warning Act, Cal Civ Code § 174813 (West 2001) (requiring
credit card bills to provide information regarding the length of time consumers have to pay off their balances by
paving the minimum), declared unconstitutional in Awmerican Bankers Association v Lockver, 239 F Supp 2d
1000, 1020 (ED Cal 2002) (holding the California law preempted by federal law). See also Bar-Gill, Y8 Nw U L
Rev at 1394 (cited in notc 3) (arguing that although at first blush it might sccm that low minimum monthly pay-
ments benefit consumers, they actually benefit card issuers because it “increase|s| the time it takes to repay the
loans and hence the total interest cventually paid™).

{FN42). See Bar-Gill, 98 Nw U L Rev at 1394 0 108 (cited in note 3) (“Paying the minimum is a common phe-
nomenon.”).

{FN43]. See id at 1408 (explaining that this is compounded by (heir further underestimation ol their (uture bor-
rowing).

[FN441. Id (“For instance. the ‘minimum payment’ box is often closer to Lhe ‘actual pavment’ box and emphas-

ized with a distinct color or fonl size, while the tolal payment figure is the only figure appearing on the payment
stub.”).
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[FN43]. Cal Civ Cods § 174813 (mandating that credit card issucrs include a number of wrilien statcments on
credit card bills that notify the consumer of the potential ramifications of making only the minimum payment,
such as describing cxactly how long it will takc a consnmer to pay off balances of varying amounts).

{EN46]. Lockyer, 239 F Supp 2d at 1018 (deferring to the opinion of the OCC, which deemed Cal Civ Code §
174813 to be overly burdensome to card issucrs and a “significant interference with the national banks' powers™).

{FN47|. Furletti, Comment, 77 Temple L Rev at 446 {cited in noie 3) (arguing thal Zockyer is an important de-
cision because it was onc of the first cases in which a state's “cffort to enforce a non-price-rclated consumer pro-
tection” was preetnpled).

|EN48|. Nicholas Bagley, Note, The Unwasranted leguimiory Preemption of Predatory Lending Laws, 79 NYU
L Rev 2274, 2309 {2004) (arguing that the OCC's justification of its regulatory preemption of state predatory
lending laws is misfounded partly because Congress never granted such authority to the OCC, bul also because
it has never been proven that state predatory lending laws are in fact “more costly than beneficial”).

[FN49]. 41 TS (16 Pey) 1 (1842).

{FNSG]. John William Wallace, 7he Want of Uniformity in the Commercial Law between the Different States of
Our Union, Discoursc Delivered before the Law Academy ol Philadelphia 1. 28 (Nov 26, 1851).

{ENS11. See Hlack and White Taxicab and Transfer Co v Brown and Yeflow Texicah and Transfer Co, 276 US
$18, 335 (1928) (Holmes disscnting) (arguing that Justice Story's opinion placed too great a constraint on state
laws).

[FNS2]. 304 US 64 (1938),

{FN53]. For a [lurther discussion of this point, see generally Samuel Issacharofl and Catherine M. Sharkey,
Backdoor Federalization: Grappling with “Risk to the Rest of the Country,” 53 UCLA L Rev (forthcoming 2006).

[ENS41. See Bamry Friedman, Foluing Federafism, 82 Mimn L Rev 317, 407 (1997) (showing (hat policies of
some states will affect other states and using the example of a loose environmental policy of one state causing
pollution in bordering statcs).

{FNS5]. See 17 US (4 Wheat) at 431 (arguing that because citizens of one state would not trust those of another
with even the “most insignificant operations of their state govemment,” it only follows that they would not trust
another state to “control the operations of a government o which they have confided their most important and
most valuable interests”™).

{FNS6]. This quotation comes [rom Szetefa v Discover Bank, 97 Cal App 4k 1094, 118 Cal Rpir 2d 862, 868
(2002), in which the court describes the arbitration prohibition against class actions, the subject of this section,
as in cffect “granting Discover a ‘get out of jail free” card while compromisimg important consumer rights.”

{FN37{. Colin Camerer, Samuel Issacharoff, George Loewenstein, Ted O'Donoghue. and Matthew Rabin, Hegi
fation for Con, Behavioral Economics and the Case jor “Asvmmetric Paternalism.” 151 U Pa L Rev
1211, £230-37 {2003) (discussiug a uumber of potential regulatory policies that could help prevent consumers
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from falling prey to scllers' attempts at [raming their products in ways (hat (akc advantage ol consumers' behavi-
oral tendencies).

[FNSR]. Cass R. Sunstein. Boundediy Rational Borrowing, 73 U Chi L Rev 249, 263 {2006) (arguing against
broad-sweeping hard paternalism because of private heterogeneity and potential government errors, but admit-
ting that hard patcrnalism might be desirable if applicd to particular practices, like latc fecs and tcascr ratcs).

{FN3%|. See Camerer, et al, 131 U Pa L Rev at 1221-23 (cited in wot2 37) (“An allenliveness (o minimizing costs
to rational actors while maximizing benefits to boundedly rational actors fits well within a richer conception of
efficiency.”).

{EN66|. Ralph J. Rohner and Thomas A. Durkin, 77LA “Finance” and “Other” Charges in Open-ind Credit:
The Cost-of-Credit Principle Applied to Charges for Optional Products or Services. 17 Loyola Consumer L Rep
137. 145 (2005).

|FN61]. Richard A. Epstein, Second-Order Rationality, in Edward J. McCaffery and Joel Slemrod, eds, Befavi-
oral Public Finance: Toward a New Agenda 355, 365 (Russcll Sage lorthcoming 2006) (arguing (hat markels
can be rational even if no individual actor is perfectly mtional).

{ENGZ]. 499 US 383 (1991).

[FNG3|. See id at 594 (“It stands to reason that passengers who purchase tickets ... benefit in the form of reduced
farcs.”).

|FNG4 . See Clayton P. Gillette, Rofling Contracts as an Agency Probiem, 2004 Wis L Rev 679, 700 (arguing
that arbitration clauses do not cvince scllers' exploitation of consumers, but rther divide consumers into differ-
ent categories - Lhose who are willing o pay higher prices [or contracts without arbitration clauses and those
who are not).

[FN65]. See Part ILB.

{EN66]. Jean Sternlight. Panacea ar Corporate Toof?: Debunking the Supreme Court’s P
Arbitrasion, 74 Wash U L @ 637, 692 {1995) (countering the argunent cspoused by
sellers might start Lo compele on arbitration clauses).

rence for Rinding
marketeers” (hal

[FENG7]. Gillette, 2004 Wis L Rev at 700 (cited in note 64). In addition, even for actions of sizeable claims, “the
degree to which prohibitions on class relicf rcsult in lower costs 10 consuiners is an cmpirical question, and, so
far, no empirical data exists.” Thomas Burch, Necessity Never Made a Giood Bargain: When Consusmer Avbitra-
tion Agreements Frohibit Class Relief. 31 Fla St U L Rev 1003, 1028 (2004).

{ENG8Y. See, for example, Roherts v Hleer Bank, 342 F3d 200, 268 (3d Cir 2003) (finding defects in the original
solicitation letter to the consumer); Rossman v Fleet Bank, 280 F3d 384, 398 (3d Cir 2002) (finding that as a res-
ult of the bait and swilch tactic, the plaintifT “entered Lhe agreement without the benelit ol disclosure” of what
the bank intended to charge).

[FN69Y. Bellavia v First US4 Bank, 2003 US Dist LEXIS 18907, *3 (ND IlI) (“[The plaintiff] allege[d] that First

USA violated the Truth in Lending Act ... by failing to disclose on his credit card statements that the “overlimit
fees' that First USA assessed were part of the finance charges.”).
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[FN70]. Scc id. The issuc litigaled was (he motion to compel arbitration over Lhe claim. The underlying question
of whether an overlimit fee constitutes a finance charge was resolved in the negative by the Supreme Court in
2004. Scc flousehold Credit Services, Inc v Pfenpnig, 541 US 232, 242 (2004) (holding that Regulation Z's exclu-
sion of overlimit fees from the term “finance charge™ is in no way contrary to § 1605 of TILA).

[ENT1]. Discover Bank v Superior Court, 36 Cal 4th 148, 30 Cal Rptr 3d 76, 78 (2003).

[FN72{. See Fair Credit and Charge Card Disclosure Act, Pul: L No 100-583, 102 Stat 2960, 2967 (1980), codi-
ficd in part at 13 USC §§ 1610(c), 1637(c) (2000) (describing the disclosure requirements that credit card com-
panies 1nust follow when soliciling applications).

[ENT3 Roberts, 342 F3d at 263, 266 (describing the instances in which the defendant could alter the fixed in-
terest rate that the parties had agreed to).

{FN74]. Id at 262. The appellate court accepled the change-in-lerms provision: “Fleet clearly had Lhe right to
change the APR under the terms of the Cardholder Agreement.” id at 270 (finding “nothing ambiguous” in
Flect's statcinent that it reserved Lhe right to alter the interest rate). The court, however, held that ihe provision
failed “to cure any of the TILA defects in the initial mailing.” id at 268,

{FN75]. Scec Bellavia, 2003 US Dist LEXIS 18907 at *2 (“The Cardincmber Agrecment ... contains a provision
that allows First USA to make amendments to the parties' agreement at any time ... |Pursuant to this provision,|
First USA amended the terms of the Cardmember Agreement to include a new arbitration provision.™); Discover
Bank, 30 Cal Rplr at 79.

[EN76]. Bellavia, 2003 US Dist LEXIS 18907 at *3 (stating that because of the cxistence of this additional pro-
vision, the plaintfl “declined to reject the amended terms [of the agreeinent] and instead continued to use his
credit card” until he filed his action alleging violations of TILA).

{FN77]. Id at *6-7 (“[The plaintiff] points to no precedent suggesting that the substantive right he sccks to vim-
dicate - adequate disclosure of credit terms - is not arbitrable, and (o the contrary, courts have consistently found
that there is no legal impediment to arbitration agreements covering statutory claims arising under the TILA.”).

{FN78]. Scc Linda J. Demaine and Deborah R. Hensler, “Volunteering ™ fo Arbifraie through Predispute Arbii-
ration Clauses: The Average Consumer's Fxperience, 67 L & Contemp Probs 55, 57 (2004) (examining “the fre-
quency with which the average consumer cncounters arbitration clauscs, the key provisions of thesc clauses and
the implications of these clauses for consumers who subsequently have disputes with the businesses thev patron-
ize”). “This study providcs littic basis for belicving that consumers arc making informed dccisions when they
‘agree’ (o arbilrate ... More han a (hird of the clauses oblained [ail (o inforin consumers (hat they are waiving
their riglt to litigate disputes in court.” Id at 73.

[FN79]. Jean R. Stemlight, Creeping Mandaiory Arbitration: Is it Just?, 57 Stan L Rev 1631, 1649 (2005).

{FNBO]. Id at 1655 (countering the argument that mandatory arbitration clauses actually benefit the consumer by
making it easier for them to file claims against issuers).

{FN81]. Edward Wood Dunham, The Arbiiration Clouse as Class Action Shield. 15 Franchise L J 141, 142
{1997) (summarizing class action cases that have arisen over the past decade in the context of mandatory arbitra-
lion agreements). Sce also Myriamn Gilles, Opting Oui of Liability: The Forthcoming Near-Total Demise of ihe
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Modern  Class  Action 30 (Cardoro L Sch Working Paper No 100. 2004). online at hi-
tp://ssm.com/abstract=624002 (visited Jan 6, 2006) (“|Clorporate lawyers created the collective action waiver
and wrapped their newborn m the cloak of an arbitration clause, protecting it against attack with thc now-
sacrosanct policies of the |Federal Arbitration Act].”).

{EN82]. Sce Lvingston v Associates Finance, Inc, 339 F3d 353, 554, 538 (11th Cir 2003) (remanding a dispute
to arbitration on the basis ol an arbitration agreement signed with the last of a series of loans).

[EN8B3]. Sce Randolph v Creen Tree Financial Corp. 991 F Supp 1410, 1415 (MD Ala 1998), revd, 178 F2d
1149 (1lth Cir 1999), revd in part, affd in part, 331 US 7% (2000). The plainti(l brought an action contesting the
imnposition ol “an extra charge for insurance each year in the approximate amnount of $15.00,” but the Supreine
Court held that her claim was subject to the mandatory arbitration agreement that she had previously signed. See
531 US at 92.

IFN84|. See Cras v dssociates First Capitel Corp, 346 NJ Super 42, 786 A2d 886, 888 (2001} (holding that a
provision dircciung that any dispules proceed through arbitration was valid).

{FNB3|. Randoiph v Green Tree Iiinanciof Corp, 244 F3d 814, 818 (11ih Cir 2001).

[ENBAY. Stone v Golders Wexler & Sarnese, 341 F Supp 2d 189, 198 (ED NY 2004) (denying the defendant's mo-
tion to stay the proceedings on the plaintiff's allegations in favor of arbitration because the plaintiff never con-
sented to the arbitration clausc). A “change-in-terms™ provision is a provision in the terms of a credit card agree-
ment allowing the issuing bank to change the terins ol the contract. See il at 192. See also Discover Bank v
Shea. 362 NJ Super 200, 827 A2d 358, 366 (2001) (holding that the arbitration clause at issue was unconscion-
able by virtue of the uncqual bargaining power cvinced by both sides and the clear purposc of the provision to
prevent litigation against the bank); Badie v Dank of America, 67 Cal App 4th 779, 79 Cal Rpir 2d 273, 287-88
{1998) (| T|here is nothing about the original terms that would have alerted a customer to the possibility that the
Bank might onc day invoke the change ol tcnins provision to add a clause that would allow it to impose ADR on
the customer.”).

[TN87]. Sce Bark (One v Coates, 125 T Supp 2d 819, 831 (SD Miss 2001, affd 2002 US App LEXIS 7759 (5th
Cir) ("Given, then, that the original cardholder agreement permitted amendments, the arbitration provision is not
rendered uncnforccable simply by virtuc of the fact that Bank Onc undertook to add the arbitration provision via
amendment.”); Stiles v Home Cable Conceprs. Inc. 994 F Supp 1410, 1418 (MD Ala 1998) (rejectling Lhe
plaintifl's request to invalidale an arbitration provision because the contracl he signed allowed the defendant to
change terms, the arbitration clause was not improper, and Alabama law authorizes such changes); South Trust
Bank v Williamy. 775 So 2d 184, 190-91 (Ada 2000) (“Amendments o the conditions of unilateral-contract rela-
tionships with notice of the changed conditions are not inconsistent with the general law of contracts. Federal
law prohibits this Count from subjccling arbilration provisions (o spccial scrutiny.™). Ifuicherson v Sears
Roebuck & (o, 342 T App 3d 109, 793 NE 2d 886, 894 (2003) (finding that the addition of an arbitration provi-
sion was not unconscionable, because the agreement “containcd a conspicuous paragraph, in capital letters, noti-
fying card holders that they were relinquishing their rights to bring claims in court” and because card holders
had the opportunity to “opt out of the amendments without causing their balances to become due™).

[FN88]. It is perhaps instructive to contrast the deference given to states in allowing arbitration clauses to be

more easily included in coniracts, and the inability of the same slates (o force companies to highlight them more
clearly to protect consumers. Sce Doctor’s Asseciates, fnc v Casarotfe, S17 US 681, 687 (1996) (holding that a
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Montana law invalidating arbitration agrcements was in dircet conflict with the Federal Arbitration Act, and was
thus preempted by federal law).

[FN8S]. Scc 5 Del Code Ann § 952{(a) (2001) (authorizing banks in Dclawarc (o amend an agreement governing
a revolving credit plan, so long as the agreement does not expressly forbid such changes). See also Stone, 341 F
Supp 2d at 193 (noting that, although the addition of an arbitration provision has preecdent in other jurisdictions,
those cases often rely on explicit statutory authorization for such changes, authorization that Virginia lacks);
Gilles, Opting Out of Liability at 30 (cited in note 81) (arguing that the number of class action lawsuits will
dwindlc in coming ycars because of contractual waiver agreements that instcad submit disputes to arbitration).

[FN90C]. See Zngle v Circunt City Stores. Ine, 328 F3d 1165, 1171-74 (9th Cir 2003) (linding that the parlies' un-
equal bargaining power made the contract procedurally unconscionable, and the one-sided terms made it sub-
stantively unconscionable), Ting v AT&T, 319 F3d 1126, 1150 (9th Cir 2003} (finding (he arbitration agrecment
to be unconscionable because it did not meet California's “bilaterality”™ requirement); Acors v Household Inter-
nationad, Ine, 211 F Supp 2d 1166, 1171 (ND Cal 2002} (rcjecling the defendant's argument that “it could not be
unconscionable to prohibit class-wide arbitration in an agreement whose substantive terms are governed by the
[Federal Arbitration Act]™): Discover Bank v Superior Court, 36 Cal 4th 148, 30 Caol Rptr 34 76, 87 (2005)
(slating that when there are allegations that the parly with superior bargaining power deliberately cheated many
consumers oul ol “individually small sums ol money,” an arbitration provision effectively exempls that parly
“from responsibility for [its] own fraud. or willful injury to the person or property of another™) (internal quota-
tion marks omitted);, Dunlap v Berger. 567 SE2d 265, 278-79 (W Va 2002) ({inding that allowing a contract to
“include a provision that prevents an aggrieved party from pursuing class action relief would go a long way to-
ward allowing thosc who comunit illcgal activity 1o go unpunished. undeterred, and unaccountable™; Szefela v
Diseoves Bank, W7 Cal App 4th 1096, 118 Cal Rptr 2d 862. 868 (2002) (*|S|uch a practice contradicts the Cali-
fornia Legislature's stated policy of discouraging unfair and unlawful business practices, and of creating a mech-
anism for a representative to seek reliel on behall of (he general public.”); Powerte!, Inc v Bextey, 743 S2d 570,
376 (Fla App 1999} (*|O|ne indicator of substantive unconscionability is that the agreement requires the cus-
tomers to give up other legal remedics.”™).

[FN91]. See Leonard v Tersninix Iniernational Co, 854 S2d 529, 535 (Ala 2002) (acknowledging (hat it is much
easier for plaintiffs with small claims and little resources to obtain adequate counsel when the suit is brought as
a class action). Gilles refers to Lhe cost-spreading angle as being part of “second wave” challenges, which are
more subtle than unconscionability challenges. “|Clreative plaintiffs' lawyers are arguing that the collective ac-
tion waiver's implicit prohibition against cost-spreading across muliiple claimants precludes plaintiffs from vin-
dicating federal statutory rights in complex matters that would be expensive to litigate. at least where each
plaintiff has relatively little at stake.™ Gilles. Opfing Qut of Liability at 5 (cited in notc 81).

{FN92L See Jack Wilson, “No-Class-dction Arbitration Clauses,” State-l.aw Unconscionability, and the Feder-
al Arbitration der: A Case for Federal Judicial Restraint and Congressional Action, 23 Quinnipiac L Rev 737,
773 (2004) (“It thus scems likely that inconsistent results will persist, with outcomes possibly depending more
on a particular judge's symnpathies or understanding of the [Federal Arbitration Act] than on whether the
plaintiffs' claims are economically viable in individual arbitration.™).

fFN93]. This is particularly (rue in Delaware. whose law has wide-ranging eflect. See Edelist v MBNA America

Bank, 790 A2d 1249, 1261 (Det 2001) (“The surrender of that class action right was clearly articulated in the ar-
bitration agrecinent.™). Sce also Pick v Discover Financial Services, Inc, 2001 US Dist LEXIS 15777, *12-16 (D
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Del) (finding (hat the plaintiff reccived adequate notice of the arbitration agreeinent).
{FNY4. See text accompanying notes 117-21.

{FN93]. Sce, for cxawnple, Enepp v Credit Acceptance Corp, 229 BR 821, 842 (ND Ala 1999) (rccognizng that
class action lawsuits are an efficient and effective mean by which consumers can obtain legal relief and refusing
to bar these suits on account of arbitration clauses):. Pewerted, 743 82d at 576 (holding that the arbitration clausce
al issue was unconscionable, in parl because it forced the plaintiffs to “waive important statutory remedies™ thal
they ought to be able to avail themsclves of under Florida's Deceptive and Unfair Trade Practices Act). Sce also
Jean R. Sternlight and Elizabelh J. Jensen, U'sing Arbitraiion to Eliminaic Consumer Class Actions: Efficient

iness Practice or Unconscionable Abuse?, 67 L & Contemp Probs 75, 82-83 (2004) (reviewing the Wesl
Virginia Supreme Court's decision in Dunlap and noting the significance that the court placed on the availability
of class action rclic( as a realistic means of lcgal redress).

{EN96 1. Dunlap, 567 SE2d st 278-79.
[FN97]. 1d at 270

|FNY8|. See Dunham. 16 Franchise L I af 141 (cited 1n note $1) (arguing that most consumers will be very re-
luctant to take an individual claim where little 1noney is at stake (o arbitration). Scc also Alan S. Kaplinsky and
Mark J. Levin, #xcuse Me, But Who's the Predator? Banks Con Uze Arbitration Clanses as a Defense, 7 Bus L
Today 24, 26-28 (May/Junc 1998) (discussing rccent case law that has led to an incrcasc in arbitration clauscs
inlended o defend against class action lawsuits). “Lenders that have not yet implemented arbitration programs
should promptly consider doing so, since each day that passes brings with it the risk of additional multimillion-dol-
lar class action lawsuits that might have been avoided had arbitration procedurcs been i place.” Id at 28,

{FN991. See, for example, Castano v American Tobacco Co, 84 F3d 734, 748 (5th Cir 1996) (¢ [The] mosl com-
pelling rationale for finding superiority in a class action ... [is] the existence of a negative value suit.”). Negative
value claimns are typically defined as those claiins in w thh the costs of enforcement in an individual action
would exceed the expected individual recovery. See also /nter-Op Hip Prosthesis Liability Litigation, 204 FRD
339, 377 (ND Ohio 2001) (granting class certification bascd in part on the cxistence of a ncgative valuc suit).

[FN100). See kisen v Carfisle & Jacquefin, 417 US 156, 161 (1974) ( ~|Pletitioner's individual stake in the dam-
ages award he sccks is only $70. No compctent attorncy would undertake this complex antitrust action to recoy-
er so inconsequential an amouni. Economic reality diclates that pelilioner‘s suit proceed as a class action or nol
at all.”). Scc also .imchem Praducts, Inc v Windsor, 521 US 591, 617 {1997), quoting Mace v Fan Ru Credit
Corp. 109 F3d 338, 344 (Tth Cir 1997):
The policy at Lhe very core of the class action wmechanism is (o overcome the problemn that small re-
coveries do not provide the incentive for amy individual to bring a solo action prosecuting his or her
rights. A class action solves (his problcin by aggregating the relatively paltry potential recoverics into
something worth someone's (usually an attorney's) labor.

[FN161]. 36 Cal 4th 148, 30 Cal Rptr 3d 76 (2003).
IFNTO2]. Id at B5-86.

{FN103]. Sce, for cxample, Blaz v Belfzr. 368 F3d 501, 304-05 (Sth Cir 2004) (finding (hat there was no sub-
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stantive right, but rather only a procedural right, to the plainlilf’s class action suit under the Sccuritics Litigation
Uniform Standards Act), cert denied 123 § Ct 97 (2004); Johmsan v West Suburban Bank, 225 F3d 360, 369 (3d
Cir 2000 (finding that a statutory right to class action is “mcrcly a procedural one. arising under [FRCP 23],
that can be waived by agreeing to an arbitration clause™); Champ v Siegel roding Co. fac. 55 ¥3d 269, 276 (7th
Cir 1993) (describing the pursuit of a class action as a “procedural nicet[y]”); Swrand v Bank Nationa! Asso-
ciation, 693 NW2d 918, 926 {ND 2005) (“Merely restricling the availability of class action is not, by itself, a re-
striction on substantive remedies. The right lo bring an action as a class action is purely a procedural right.”).

[FN104]. Discover Banic, 30 Cal Rptr 3d at 86.
[FN105]. Id at 85-86.

[FN106]. See id at 95 (allowing the claim to proceed as a class-wide arbitration, because the two alternatives -
not enforcing arbilration agreements and allowing companies (0 use arbilralion agreements as a means 0 virtual
immunity from class liability - were unacceptable). Some question whether the hybrid class actions provided in
California arc practical, given the large role the court must play and the fact that some of the problems in class
actions (certification of the class, role of the class attorney, etc.) might be magnified in arbitration. See Lindsay
R. Androski, Comment, .4 Confested Merger: The Infersection of Class Actions and Muondatory Arbitration
Clauses, 2003 U Chi Legal F 631, 647-31 (arguing thal class action suits and arbitration are {oo incompatible (o
be treated together, so the “only statutorily permissible solution is to interpret arbitration clauses to waive class
actions™).

{FN107]. See Burch, 31 Fla St U L Rev at 1024 (ciled in note 67) (providing justifications for states Lo accepl
classwide arbitration instead of allowing companies to escape all forms of class relief). Only “California,
Pennsylvania and South Carolina have explicilly accepled classwide arbitration as an effective method of dis-
pute resolution.” Id.

[EN108]. But scc Gilles, Opting Out of Liability at 45 (ciled in notc 81) (rcporting that the AAA and NAF have
announced that they “will not allow |their| arbitrators to entertain class-wide arbitrations, except in the rare case
that an arbitration provision is cxplicitly called for in the contract™).

[FN169{. See Wilson, 23 Quinnipiac L Rev at 778-79 (cited in note 92) (suggesting that companies should also
be fearful of classwide arbitration because of unclear standards for judicial review on an arbitrator's class certi-
[ication decision and the possibility that class members will claim Lhe decision is not binding on them).

[FN1190]. Id at 779-80.

[FN111]. See id at 780 (discussing an arbitration clause used by Cingular Wireless (hat mandated (hat the parties
“agree that no arbitrator has the authority to ... order consolidation or class arbitration™) (intemal citation and
quotatton marks omitted).

{FN112]. Pumtive damages, stalulory damages, or atlorneys' fees are not usually awarded through arbitration,
which when combined with the removal of the threat of a class action, weakens ex-post accountability. See Mark
E. Budnily, Arbitrasion of Disputes Between Consumers and Finoncial Institutions: A Serious Threat o Con-
sumer Protection, 10 Ohio 5t J on Disp Resol 267, 285-86, 339 (1995) (discussing the differences between arbit-
ration and judicial trials). Scc also Shelly Smith, Az Arbitrarion Clanses in Consumer Confracts: (on-
sumer Protecrion and the Circumvention of the Judicial Sysrem, 50 DePaul L Rev 1191, 1234 (2001) (noting

€ 2009 Thomson Reuters/West. No Claim to Orig. US Gov. Works.



97

73 UCHILR 157 Page 23
73 U. Chi. L. Rev. 157

that consumers losc traditional remedics in arbitration hearings such as “punitive damages, statutory damagcs,
emotional damages. and awards of attorneys fees.” which creates “a disincentive for large companies to reform
abusive practices ... [and] for consnmers to dispute the abusive practices™).

{FNT2| Mitsubishi Motors Corp v Soler Chrysler-Plumonth, Inc, 473 US 614, 632 (1985) (finding unjustified
the conclusion that contracts of adhesion should “militatc against automatic forum dctcrmination by contract™).
See also Gilmer v fntersia sor Lane Corp, 500 1S 20, 33 (1991) (discussing arbilralion agreements in the
context of labor relations and noting that “mere inequality in bargaining power, however. is not a sufficient reas-
on to hold that arbitration agrecments arc never enforccable™).

[FN114]. Mitsubishi, 473 US at 628.
[FN115). Id at 637

[FN116]. Demaine and Hensler, 57 Law & Coniewp Probs at 74 (cited in note 78) (summarizing (he resulis of
an analysis of empirical data on arbitration clauses in a wide variety of consumer purchases). Other issues in-
clude repeat-player bias, discovery, deadlines, remedics and cost allocalion. Sec Martin Malin, Privasizing
Justice- Bur By How Much? (uestions Gilmer Did Not Answer, 16 Ohic 5t J on Disp Resol 589, 392 {2001)
(suggesting a systcmatic approach for dcaling with mandatory atbitration clauscs. and the duc process issucs that
they raise).

2 F Supp 2d 264, 276G (D Dcl 1999), revd as Johnson v Wesi Suburh
z 000) (holding that TILA did nol create a subslanlive right o a class aclion).
See 'Ilso sz& v 11, sociation of Amevican Medical Colleges, 300 F Supp 2d 119, 154-56 (D DC 2004) (refusing
the defendant's requests to compel arbitration for various antitrust claims, because arbitration would “undermine
the purposes of the Sherman Act”); Walker v Byan's Family Steak Houses, Ine, 289 T Supp 2d 916, 924-26 (MD
Tenn 2003) (“The most compelling reason that the |Employment Dispute Services, Inc.| forum is fundamentally
unablc o provide an cllcctive substitute for (he judicial forum is that the EDSI both cxcreises control over the
pool of potential arbitrators and relies on the favor of its employer-clients for its livelihood.”), affd 430 F3d 370,
385 {6th Cir 2003} (holding that the ecmployer's practice of sclecting the arbitrator to be fundamentally unfair to
the employee).

{FN117]. Tnimvwz\ Tele ('mn Inc.

{EN118]. Scc Lozada v Dale Baier Oldsmebile, Inc, 91 F Supp 2d 1087, {105 (WD Mich 2000) (“Under the
Michigan Consumer Proteclion Act, the availability of class recovery is expliciily provided [or and encouraged
by statute ... |so| the arbitralion agreement ... impermissibly waives a slale stalulory remedy.”); #agle v Fred
Martin Motor Co, 157 Ohio App 3d 150, 809 NE2d 1161, 1183 (2004} (concluding that because the arbitration
clause at issue precluded class actions, it “clearly invades the policy considerations of (he [Consumer Sales
Practices Act,| ... is injurious to the interests of the state, is against public policy, and accordingly cannot, and
will not. be enforced™); Powerdel, 743 S2d at 576-77 (“[A]n arbilration clausc is not enforccable if it would de-
feat the remedial purpose of |Florida's Unlawful and Deceptive Trade Practices Act| upon which an action is
bascd.”). Sce also Androski, Conunent, 2003 U Chi Legal T at 642 (cited in note 106) (summarizing the hold-
ings of Powertel and Lozada).

{EN119]. But scc Richard B. Cappalli, Arditration of Conswmer Claims: The Sed Case of Twe-Time Victim
Terry Joknson o Where Have You Gone Learned ITand/, 10 BU Pub Int I T 366, 400- ()l (2001} (providing
various explanations as to why the Third Circuil misinterpreted legislative hislory. such as that the panel lacked
intcgral components of the record. that the pancl simply ignored the history, or that it scanncd the history
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“through the wrong looking glass™).
IEN120]. 500 US 20 (1991},

{FN121]. Id at 32 (internal quotation marks omilted), quoling Nickolson v CPC Internativnel Ine, 877 F2d 221,
241 (3d Cir 1989) (Becker dissenting) (arguing that arbitrators still have the “power to fashion equitable relief,”
cven if it is not in a class action sctting).

73 U. Chi. L. Rev. 157

END OF DOCUMENT
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Mr. COHEN. Our second witness is Richard Frankel. Professor
Frankel teaches at Drexel University School of Law; and his chief
scholarly interests include consumer, administrative, and immigra-
tion law. He served as a teaching fellow and supervising attorney
for the Georgetown University Law Center’s Appellate Litigation
Program. While there, he supervised students litigating before the
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U.S. Court of Appeals for the D.C. Circuit, the Fourth and Ninth
Circuits, as well as the Board of Immigration Appeals.

Professor Frankel’s clinical interests include consumer law, ap-
pellate advocacy, landlord-tenant law, immigration law, public ben-
efit civil rights and prisoners’ rights. Previously, he was a Gold-
berg-Dietzler Fellow for Trial Lawyers for Public Justice in Wash-
ington, where he litigated class action consumer protection and
civil rights cases.

Thank you, Professor Frankel. Will you begin your testimony.

TESTIMONY OF RICHARD H. FRANKEL, ESQ.,
DREXEL UNIVERSITY EARLE MACK SCHOOL OF LAW

Mr. FRANKEL. Honorable Members of the Committee, thank you
for the opportunity to participate in this hearing.

As several of the Members of the Committee mentioned, there
has been a lot of debate about empirical evidence, either for or
against arbitration and about whether consumers fare better in ar-
bitration than they do in court. But what I would like to focus on
today are problems that exist—with arbitration that exist, the pub-
lic consequences of giving up your right to a jury trial, problems
that exist irrespective of the specific outcomes for the private par-
ties in the process.

And, specifically, the closed nature of the arbitration process rel-
ative to court and the expansive reach of Federal preemption that
prevent States from regulating arbitration clauses and the way
that they are permitted to regulate any other contract mean that
no matter who benefits from arbitration, the public, and society at
large, will suffer.

In particular, arbitration prevents the law as a whole from devel-
oping, growing, and adequately keeping up with changing cir-
cumstances; and this is a particular problem in the credit card sec-
tor precisely because arbitration clauses are so universally used in
that area. That essentially allows an entire area of consumer pro-
tection law to be removed from public scrutiny by the use of adhe-
sion contracts’ take-it-or-leave-it arbitration clauses.

Arbitration hearings, unlike judicial hearings, are private mat-
ters. Arbitrators have no obligation to provide a written decision
explaining how they reached their decision or to provide reasons
justifying that decision. In fact, arbitrators have an incentive to
write as little as possible in order to insulate their decisions from
being overturned by courts.

Arbitrator decisions do not create precedent. They're not binding
on anyone, including the arbitrator, who is free to disregard his or
her own earlier decisions in later cases. And some arbitration pro-
viders even require the parties to keep proceedings confidential.
This prevents the law from taking shape in the way that it nor-
mally does.

Judicial opinions, public, written, well-reasoned decisions play a
crucial role in adapting the law to changing circumstances. They
give notice to parties. They explain the meaning of the law to the
public. They make the legal system transparent to the public at
large, and they promote deterrence by informing individuals of
their rights and responsibilities under the law. Without written de-
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cisions that create this kind of precedent, the law stagnates and
stays in a position essentially of suspended animation.

And this is true both not just for private law but for public law
as well. Even statutes, important public statutes like Title VII, our
Civil Rights Act, the Truth in Lending Act, all of these are essen-
tially removed from an ability for courts to give precedent decisions
explaining what those laws mean when they are removed and put
in a system of private arbitration.

The Honorable Congressman Franks called for a need for more
information, and I wholeheartedly agree. And I think one of the
problems with arbitration is that it is so private that we don’t get
the kind of information that we need in order to make informed de-
cisions, in order to know that our justice system is working, in
order to inspire public confidence in the way things work. Many ar-
bitration providers, the ones who hold data, won’t even release the
data that they have unless they are required to by State law.

Now, I think in all of these potential problems with arbitration
are exacerbated by a lack of meaningful opportunity for review of
arbitrator decisions. Closed proceedings might be a little less prob-
lematic if the public had confidence that they could be reviewed for
error. But the Federal Arbitration Act prohibits that from taking
place.

Review of arbitration decisions has been called by courts as one
of the narrow forms of judicial review that exists; and courts have
said even when arbitrators findings are wacky or silly, or based on
evidence outside the record, or based on gross errors of law, those
findings will not be overturned.

Given all of these things, how or why the public should have any
confidence in a system that is closed from public view, that in-
volves decisionmakers who don’t have to explain how they reach a
decision, and that makes those decisions immune from review is
beyond me. Public confidence in any judicial system, arbitral or
public system, is important in making it legitimate; and there is no
reason for the public to have any confidence in the system.

Now, the last significant problem with arbitration that I would
like to address is the inability of States to take action to try and
protect their citizens from the abuses of arbitration. Congressman
Issa talked about the hubris of why should Congress act to over
turn 200 years of contract law. But the hubris really is the current
preemptive reach of the Federal Arbitration Act which precludes
State legislatures from democratically enacting legislation that pro-
tects their citizens from the worst abuses of arbitration clauses. All
of those are preempted by the Federal Arbitration Act.

Thank you.

Mr. CoHEN. Thank you, Professor.

[The prepared statement of Mr. Frankel follows:]
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Testimony of Professor Richard H. Frankel'
Associate Professor of Law
Drexel University Earle Mack School of Law

Hearing Before the Subcommittee on Commercial and
Administrative Law of the House Judiciary Committee
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! Mr. Frankel is an Associate Professor of Law at the Drexel University Earle Mack School of
Law. He also is the co-author of Consumer Arbitration Agreements: Enforceability and Other
Topics (NCLC, 5th ed. & Supp. 2008) and has spoken at various conferences on the subject of
arbitration.
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INTRODUCTION

Mr. Chairman, Congressman Franks, honorable members of the Committee, thank you
for the opportunity to participate in this important hearing. The current system of binding,
mandatory arbitration, while perhaps once motivated by an admirable desire to create a fair and
efficient system of voluntary and consensual alternative dispute resolution, has exploded in
recent years and expanded far beyond its original purposes. Pervasive use of mandatory
arbitration provisions in consumer contracts has turned an “alternative” form of dispute
resolution into the only form of dispute resolution for the millions of consumers who use credit
cards, cellular phones, and other products.2 Considering that arbitration clauses are ubiquitous
throughout the credit card industry and that most credit card companies include arbitration
clauses in standard-form, adhesive, “take it or leave it” contracts in which the consumer has no

opportunity to negotiate specific terms, the current arbitration system cannot be classified as

? Today, all of the largest credit card companies in the U.S. have binding arbitration clauses, and
it is very hard to find any credit card issuer that does not have such a clause. See, e.g.,
Consumers Union, Bes/ and Worst Credit Cards, Consumer Reports, Oct. 2007; Day to Day,
Marketplace Report: Credit Disputes Favor Companies (NPR radio broadcast Sept. 28, 2007)
(available at 2007 WLNR 19048094) (“[1]t’s often hard to find a credit card that doesn’t make
arbitration mandatory.”); Simone Baribeau, Consumer Advocates Slam Credit-Card Arbitration,
CHRISTIAN SCT. MONITOR, July 16, 2007 (“[T]f you own a credit card, chances are you have a
mandatory arbitration clause.”).

The credit card industry and financial services sector are not alone in requiring
consumers to give up their right to go to court. Arbitration clauses have been added to take-it-or-
leave-it contracts for many other consumer goods and services, including cell phones, residential
phone service, computers, insurance, car sales, rental cars, mortuary services, pest control, and
securities broker services.

Mandatory arbitration is also growing rapidly as a requirement for patients to receive
necessary medical services, and millions of Americans are required by their employers to submit
all claims — wage and hour claims and civil rights claims among others — to binding arbitration.
See, e.g., Garrett v. Circuit City Stores, 449 F.3d 672 (5th Cir. 2006) (employer’s arbitration
clause required military reservist to arbitrate his claim that employer did not preserve his job
when he was sent to Traq).
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voluntary in any meaningful sense. Many companies — and credit card companies in particular —

have used binding, mandatory arbitration to opt-out of the public justice system and to replace it

with a process that is closed to the public, insulated from any meaningful review, and

unaccountable to the democratic process. The inevitable victims of this truncation of democratic

principles are the individual consumers who are bound by these clauses.

Simply put, the current arbitration regime undermines many of the most basic democratic

values underlying our system of government, and it is a regime that only Congress can correct.

In addressing the effects of mandatory arbitration, this testimony will make the following points:

Forced arbitration stunts the development of legal principles because arbitrators are not
required to give written reasons for their decisions and because their decisions do not
create binding law. The lack of reasoned, precedential decisionmaking also threatens to
undermine any purported efficiency gains from arbitration because parties likely will end
up re-litigating the same issue over and over instead of resolving that issue once and for
all in a single, precedential judicial decision.

The lack of meaningful review of arbitrators’ decisions, judicial or otherwise, reduces
public confidence in the fairness of mandatory arbitration. Arbitration decisions, except
in a few narrowly-defined circumstances, are virtually immune from review, even where
the arbitrators ignore the relevant law or the facts of the case.

Only Congress can act to correct the deficiencies in the arbitral process. The Supreme
Court’s overly broad interpretation of the preemptive effect of the Federal Arbitration Act
(FAA) precludes state legislatures from addressing arbitration and limits judicial

authority to determine whether arbitration clauses are unfair or unenforceable.
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e Although corporations tout forced arbitration as a fairer, cheaper, and more efficient
alternative to litigation, their own behavior belies their position. When corporations fear
that they may face substantial damages, such as in a class action lawsuit, they prefer the
procedural protections and judicial review of the legal system to arbitration. This
behavior suggests that such corporations do not use arbitration clauses because they view
arbitration as a superior forum to litigation, but because they desire to keep consumer

disputes from reaching any forum whatsoever, arbitral or otherwise.

I. Mandatory Arbitration and Undermines Public Confidence and Hinders the
Development of the Law.

The closed, opaque nature of mandatory arbitration demonstrates how arbitration is
inconsistent with democratic values of openness and accountability. Many fundamental aspects
of the judicial system that we take for granted are absent from the arbitration process. First, our
judicial system is open to the public whereas arbitration is not. In general, anyone is free to
attend court hearings and trials, and court documents are part of the public record and available
for public inspection. Judges not only resolve disputes, but they give written and oral reasons fo!
their decisions that allow both litigants and the public to evaluate whether judges have acted
fairly. An open judicial system prevents disputes from being resolved in secret, allows the
public to act as a check against judicial abuse and misconduct, and inspires public confidence

that the judicial system is fair® A high level of openness is crucial, because the legitimacy of

? The Supreme Court has repeatedly emphasized the importance of permitting public access to
trials and court proceedings. See, e.g., Richmond Newspapers, Inc. v. Va., 448 U.S. 555, 572-73
(1980) (“[W]here the trial has been concealed from public view an unexpected outcome can
cause a reaction that the system at best has failed and at worst has been corrupted. . . . People in
an open society do not demand infallibility from their institutions, but it is difficult for them to
accept what they are prohibited from observing.”); Sheppard v. Maxwell, 384 U.S. 333, 349

2
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any binding dispute resolution tribunal ultimately rests on the acceptance of that tribunal by the
public.*

Arbitration, by contrast, is a purely private process that gives little reason to inspire
public trust and confidence.” Arbitration hearings are not open to the public. Arbitrators need
not, and often do not, provide written decisions explaining why they reached a particular result.®
Moreover, “unlike a judge, an arbitrator is neither publicly chosen nor publicly accountable.””
Some arbitration providers even add an extra layer of secrecy by requiring parties to a dispute to
keep the proceedings confidential ® Arbitration providers also have resisted publicly disclosing
information statistics regarding their arbitrators’ decisions, making disclosures only where state
law requires them to do so.

This lack of transparency has significant consequences. Closed proceedings, arbitrator-
mandated secrecy, and an absence of written decisions prevent both the public as well as
arbitration participants from monitoring the fairness of the arbitration process, and from holding

arbitrators’ accountable for their decisions. Shielding the arbitration process from exposure and

(1966) (“The principle that justice cannot survive behind walls of silence has long been reflected
in the Anglo-American distrust for secret trials.”).

* Tt is the confidence in the men and women who administer the judicial system that is the true
backbone of the law.” Bush v. Gore, 531 U.S. 98, 128 (2000) (Stevens, J., dissenting).

* See generally, Richard C. Reuben, Democracy and Dispute Resolution: The Problem of
Arbitration, 67 LAW & CONTEMP. PROBS, 279, 298-302 (2004).

¢ See United Steelworkers of Am. v. Enter. Wheel & Car Corp., 363 U.S. 593, 598 (1960); Paul
D. Carrington & Paul H. Haagen, Contract and Jurisdiction, 1996 SUP. CT. REV. 331, 397-98.

7 Cole v. Burns Int’l Sec. Servs., 105 F.3d 1465, 1476 (D.C. Cir. 1997).

8 See, e. £, Am. Arbitration Ass’n, Employment Arbitration Rules & Procedures, Rule 23,
available at www adr.org/sp.asp?id=28481; JAMS Streamlined Arbitration Rules & Procedures
Rule 23; National Arbitration Forum Code of Procedure Rule 4.

4
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scrutiny signals to the public that arbitrators have little concern for the law that they ostensibly
apply and that arbitrators are motivated more by results than by fairness. Eliminating any
requirement that arbitrators justify their decisions by providing written reasons sends the
message that even the arbitrator may not have full confidence that his or her decision is correct.
Even if arbitrators do not actually proceed in such a results-oriented fashion, as long as the
public is given reason to believe that they do, public confidence in arbitration as a fair dispute
resolution system will be badly damaged.

In addition to diminishing public confidence in a fair and impartial justice system,
mandatory arbitration also hinders the development of the law. The law grows and evolves in
large part through written, reasoned judicial decisions that explain, clarify, and expound on legal
principles. Since Marbury v. Madison was decided more than 200 years ago, it has been the role

of the judiciary to “say what the law is.”™

Our courts operate in a common-law tradition in
which legal principles evolve as judges adapt and interpret the law to meet new situations and
changing practices. But judges do more than just build common-law. They also engage in a
dynamic relationship with legislative bodies by interpreting ambiguous statutes, by issuing
public decisions that signal to lawmakers when legislative reform might be warranted, and by
grappling with difficult questions that legislatures may specifically leave for courts to decide.
Moreover, judicial decisions communicate important values not only to judges and lawmakers,
but also to the public. Specifically, written decisions and public hearings “educate the public and

potential wrongdoers about how the law is being interpreted, thereby deterring potential

wrongdoers from violating the law, educating victims as to their rights, and inviting the public to

? Marbury v. Madison, 5 U.S. (1 Cranch) 137, 177 (1803).
5
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take action to help reform the law should it not be satisfied with the public results.”"" Each of
these important functions, however, depends on judges issuing written, precedential decisions
that explain the law and provide rules to govern future disputes.

Arbitration shares none of these characteristics and therefore threatens to stagnate the
development of legal principles. Not only do arbitrators have no obligation to provide reasoned
decisions, their decisions, written or otherwise, have no binding effect on courts, other
arbitrators, or even themselves."! The result is that the law does not grow, no guidance is
provided to other courts, arbitrators, or litigants, and legislatures remain in the dark as to whether
their enactments are being interpreted correctly or are effectively addressing the problems they
intended to address. Arbitration also makes it much more difficult for either legislatures or the
public to learn of, and respond to, corporate wrongdoing. Arbitration decisions, especially when
they remain private, will not exert the same deterrent effect as public, binding judicial decisions.
In other words, arbitration stifles not just the common-law process, but the legislative process as
well.

Such a result is regrettable enough when limited to disputes involving private law, but
arbitration clauses are now written so broadly as to also sweep in important public rights, such as
rights against employment discrimination and consumer fraud. As the Chief Justice of the Texas
Supreme Court, Wallace Jefferson, recently stated, “A privately litigated matter may well affect

public rights. . . . Its resolution may ultimately harm the public good or, because those decisions

"% Jean R. Sternlight, Creeping Mandatory Arbitration: Is it Just?, 57 SIAN. LREV. 1631, 1662
(2005).

" See, e.g., IDS Life Ins. Co. v. SunAmerica Life Ins. Co., 136 F.3d 537, 543 (7th Cir. 1998)
(“[Al]rbitrators’ decisions are not intended to have precedential effect even in arbitration (unless
given that effect by contract), let alone in the courts.”).

6
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are secret, impede innovation to a recurring problem, much to the detriment of Texas citizens.”'?
Given the near-universal presence of arbitration clauses in credit card and other consumer
contracts, forced arbitration removes entire areas of consumer protection law from the judicial
system and thus prevents the law from evolving to keep up with new and changing predatory and
illegal practices.

Finally, because arbitration decisions are not precedential, moving cases out of court and
into arbitration undermines any purported efficiency gains from the arbitration process. One of
the advantages of a hierarchical judicial system that creates binding precedent is predictability —
a single decision can define a legal rule that governs all lower courts within that jurisdiction.
Clear decisions setting out legal rules will help future parties conform their behavior to the law
and will reduce future lawsuits because parties will have know what the law permits and forbids.
Arbitration, by contrast, may lead to re-litigation of the same issue over and over because (a)
parties will have little guidance regarding their rights and responsibilities, and (b) even if they
do, they know that arbitrators are not required to rigidly apply the law and are perfectly free to
reach different results in similar cases. Moreover, arbitration undermines efficiency because the
closed nature of each individual proceeding requires attorneys to engage in duplicative discovery
practices and prevents attorneys from sharing evidence across individual cases. This not only
leads to wasteful repetition, it also disproportionately harms consumers, who often do not have

. . 13
the same access to information as corporate defendants.

12 Mike Ward, Texas’ Chief Justice Calls for Overhaul of Courts, AUSTIN AMFRICAN-
STATESMAN, Feb. 21, 2007.

B See, e.g., Jean R. Stemlight, Pariacea or Corporate Tool?: Debunking the Supreme Court’s
Preference for Binding Arbitration, 74 WasIL U. L.Q. 637, 683-84 (1996) (“[A] consumer’s
attorney often relies on public information gained from other lawsuits to build her own claims of
negligent or intentional misconduct. Repeat-player companies can gain similar information

7
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IL Arbitration Undermines Democratic Values By Insulating Arbitrator’s Decisions
From Meaningful Review.

Another hallmark of our judicial system is that it creates accountability through the
process of judicial review. The judicial system protects against arbitrary decisionmaking by
giving litigants an opportunity to seek review of an initial decision, usually to a panel of three
judges. Meaningful review is such an important value that virtually every state as well as the
federal government provides for an appeal as a matter of right, and for criminal defendants, the
Constitution guarantees the right to be represented on appeal by competent counsel."*

Judicial review of arbitrators’ decisions, however, is not “review” in any meaningtul
sense. Rather it is “very narrow; one of the narrowest standards of judicial review in all of
American jurisprudence.” Lattimer-Stevens Co. v. United Steebworkers of Am. Dis. 27,913 F.2d
1166, 1169 (6th Cir. 1990)." Consider the following examples:

e The U.S. Court of Appeals for the Seventh Circuit remarked that courts should not reviev

arbitrators” interpretations of contracts even if they are “wacky,” so long as the arbitrator

through private channels. Thus, by requiring private arbitration the company may again deprive
the consumer of certain relief she might have obtained through litigation.” (citations omitted)).
1 Douglas v. People of the State of Cal., 372 U.S. 353 (1963).

13 See also First Options of Chicago, Inc. v. Kaplan, 514 U.S. 938, 942 (1995) (“the court will se
aside [an arbitrator’s] decision only in very unusual circumstances.”); Baravati v. Josephthal,
Lyon & Ross, 28 F.3d 704, 706 (7th Cir. 1994) (“Judicial review of arbitration awards is tightly
limited.”); IDS Life Ins. Co., 136 F.3d at 543 (“[J]Judges follow the law . . ., while arbitrators,
who often . . . are not lawyers and cannot be compelled to follow the law and their errors cannot
be corrected on appeal (there are no appeals in arbitration), although there are some limitations
on the power of arbitrators to flout the law.”); Di Russa v. Dean Witter Reynolds Inc., 121 F.3d
818, 821 (2d Cir. 1997) (to modify or vacate an arbitration award, a court must find both that (1)
the arbitrators knew of a governing legal principle yet refused to apply it or ignored it altogether,
and (2) the law ignored by the arbitrators was well defined, explicit, and clearly applicable to the
case).
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attempted to “interpret the contract at all.” See Wise v. Wachovia Securities, Inc., 450
F.3d 265, 269 (7th Cir. 2000).

e The U.S. Court of Appeals for the Third Circuit considered an arbitrator’s decision that
“inexplicably” cited and relied upon language that was not included in a key document.
The court held that “such a mistake, while glaring, does not fatally taint the balance of the
arbitrator’s decision in this case. . . 7 Brentwood Medical Associates v. United Mine
Workers of America, 396 F.3d 237 (3d Cir. 2005).

e In acase involving baseball player Steve Garvey, the U.S. Supreme Court held that
“courts are not authorized to review the arbitrator’s decision on the merits” even if the
arbitrator’s fact finding was “silly.” Major League Baseball Players Ass'nv. Garvey,
532 U.S. 504, 509 (2002).

e The California Supreme Court has held that even when an arbitrator’s decision would
“cause substantial injustice,” it was not subject to judicial review. Moncharsh v. Heily &
Blase, 3 Cal. 4th 1 (1992).

e The U.S. Court of Appeals for the Eleventh Circuit stated that parties who challenge
arbitration awards should be sanctioned more often for asking for judicial review, and
that this would be “an idea worth considering” in order to discourage future challenges to
arbitration. 5.L. Harberi International, LLC v. Hercules Steel Co., 441 F.3d 905 (11th
Cir. 2006).

Moreover, the current trend favors restricting judicial review even further. Some federal

courts of appeals have interpreted the U.S. Supreme Court’s recent decision in Hall Street
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Associates v. Mattel, 128 S. Ct. 1396 (2008), as eliminating a court’s ability to vacate an
arbitrator’s decision, even when the arbitrator acts in “manifest disregard” of the law.'s

The lack of meaningful review is dangerous on several fronts. First, it merely reinforces
the perception that arbitration is a private system of justice that is unaccountable either to the
public or to any branch of government. Second, it reduces transparency by further discouraging
arbitrators from providing reasoned decisions, because without any reasoning, there is no basis
for a party to attack those decisions.!” Third, and perhaps most importantly, the lack of review
may discourage individuals injured by corporate misconduct from initiating an arbitration in the
first place. The fear of having to pay opposing parties’ attorneys’ fees and costs if they lose
without any opportunity to effectively appeal the decision may make arbitration too risky a
proposition for most consumers.'® In sum, the lack of meaningful review exacerbates some of

mandatory arbitration’s most fundamental shortcomings.

' See Citigroup Global Mkts, Inc. v. Bacon, _F.3d__, 2009 WL 542780 (5th Cir. Mar. 5, 2009)
(holding that “manifest disregard of the law is no longer an independent ground for vacating
arbitration awards”); Ramos-Santiago v. United Parcel Serv., 524 F.3d 120, 124 n.3 (1st Cir.
2008) (same). But see Comedy Club inc. v. Improv West Assocs., 553 F.3d 1277, 1290 (9th Cir.
2009); Stolt-Nielsen SA v. AnimalFeeds Int’l Corp., 548 F.3d 85, 83-85 (2d Cir. 2008); Coftee
Beanery, Ltd. v. WW, L.L.C., 300 Fed Appx. 415, 418-19 (6th Cir. 2008).

17 See, e.g., Fellus v. AB Whatley, Inc., 2005 WL 9756090 (N.Y. Sup. Ct. Apr. 15, 2005) (in the
absence of a reasoned decision supporting an arbitration award, there was no basis for court to
decide whether arbitrator manifestly disregarded the law), H&S Homes v. McDonald, 2004 WL
291491 (Ala. Dec.17, 2004) (in the absence of an explanation of damages awarded by arbitrator,
court had no basis to determine whether arbitrator manifestly disregarded the law).

18 See Mandatory Binding Arbitration Agreements: Arve They Fair to Consumers?: Hearing
Before the Subcomm. on Commercial and Administrative Law of the H. Comm. on the Judiciary,
110th Cong. (June 12, 2007) (Statement of Professor David S. Schwartz).

10
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III.  Only Congress Can Reform the Arbitration System Because of the Federal
Arbitration Act’s Sweeping and Overbroad Preemptive Reach.

Regardless of what is the best solution for the problems posed by the current arbitration
system, only Congress can provide that solution. Whereas with other legislative initiatives,
Congress can decide not to act in order to allow individual states to first experiment with
different reforms, that option is unavailable here because the Supreme Court has adopted an
expansive, and in my view, misguided interpretation of FAA preemption that bars States from
attempting to regulate or reform the arbitration process in any effective way. The current
doctrine of FAA preemption is entirely judge-made and lacks any basis in the FAA’s text, as the
statute itself contains no preemption provision. Consequently, former Supreme Court Justice
Sandra Day O’Connor has explained that “the Court has abandoned all pretense of ascertaining
congressional intent with respect to the Federal Arbitration Act, building instead, case by case,
an edifice of its own creation.”® The current doctrine not only gives arbitration agreements a
specially-protected status, but it also has turned the field of arbitration regulation into a one-way
street: states are permitted to adopt legislation that promotes arbitration, but are prohibited from
adopting legislation that constrains or regulates arbitration.

The Supreme Court has stated that the FAA was enacted with the original purpose of
overcoming judicial refusal to enforce valid, fair arbitration agreements because courts did not

want to give up their own jurisdiction. In that respect, the Act simply intended to make

' Allied-Bruce Terminix Cos., Inc. v. Dobson, 513 U.S. 265, 283 (1995) (O’ Connor, J.,
concurring); see also Perry v. Thomas, 482 U.S. 483, 493 (1987) (Stevens, J., dissenting) (“1t is
only in the last few years that the Court has effectively rewritten the statute to give it a pre-
emptive scope that Congress certainly did not intend.”).

% See Dobson, 513 U.S. at 270.
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L w - 1
arbitration agreements “as enforceable as other contracts, but not more so. Moreover, the text

of the FAA expressly preserves state law by declaring that arbitration agreements may be
unenforceable “on such grounds as exist in law or equity for the revocation of any contract.”
Thus, to the extent that the FAA should preempt state law at all,? its preemptive effect should be
Very narrow in scope.

Supreme Court decisions over the last 20-25 years, however, have wildly expanded FAA
preemption, invalidating all sorts of state laws. One law professor’s sample of court decisions
from January 2002 to April 2004 found almost fifty state laws that were declared preempted by
courts.** Courts have interpreted the FAA as preempting almost any law that has the effect of
making arbitration agreements more difficult to enforce. Even laws that do not attempt to make
arbitration clauses automatically unenforceable may be preempted. For example the Supreme
Court invalidated a Montana law that did not prohibit arbitration but simply required contracts

containing arbitration clauses to include a notice regarding the arbitration clause on the front

page of the contract.”

! Prima Paint Corp. v. Flood & Conklin Mfg. Co., 388 U.S. 395, 404 n.12 (1967).
2 Federal Arbitration Act, 9 U.S.C. § 2.

B A number of scholars and judges have made a persuasive case that the Congress intended the
FAA only to apply procedural rules to federal courts, and did not intend for the FAA to create
federal substantive law that was binding on the States. See, e.g., Allied-Bruce, 513 U.S. at 285-95
(Thomas, J., dissenting); Southland Corp. v. Keating, 465 U.S. 1, 22-31 (O’Connor, I.,
dissenting); David S. Schwartz, The Federal Arbitration Act and the Power of Congress over
State Courts 83 ORE. L. REV. 541, 542 & n.7 (2004).

* David S. Schwartz, State Judges as Guardians of Federalism: Resisting The Federal
Arbitration Act's Encroachment On State Law, 16 WASIL U. J. L. & POL’Y 129, 154-59 (2004).

% See Doctor’s Assocs., Inc. v. Casarotto, 517 U.S. 681 (1996).
12
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The Court’s current preemption doctrine has caused several adverse consequences. First,
it violates basic constitutional principles of federalism. The FAA, as currently interpreted,
deprives States of their traditional authority to regulate contracts and to protect the health, safety,
and welfare of their citizens. 1f Congress wishes to deprive States of the authority to protect
consumers by regulating forced arbitration, then it may do so. But it should not allow state
sovereignty to be so easily circumvented by Supreme Court decisions untethered to the text and
intent of the FAA in the absence of clear congressional will.

Second, the current preemption doctrine undermines the democratic process by thwarting
the will of democratically-elected state legislatures. Although Congress, in enacting the FAA,
was concerned about judicial hostility to arbitration agreements, the Court has interpreted the
statute to override validly-enacted state /egislation. 1t is one thing to say that judges should not
be permitted to subvert the democratic process by ignoring state law and state-law contract
principles in refusing to enforce arbitration agreements out of a desire to protect their own
jurisdiction. It is another to say that state legislatures lack the authority to represent their citizens
by passing laws that seek to curb some of the worst abuses of the arbitration system. Current
preemption doctrine therefore turns the FAA on its head by short-circuiting the democratic
process and by stripping state legislatures of the ability carry out the will of their constituents.

Third, rather than placing arbitration agreements “upon the same footing as other
contracts,”** FAA preemption has transformed arbitration agreements into super-contracts that
are immune from and often override state contract and consumer protection law. Courts have

held that state laws and certain state contract doctrines that apply to other contracts cannot be

26

Volt Information Sciences, Inc. v. Bd. of Trustees of Leland Stanford Junior Univ., 489 U.S.
468, 474 (1989).
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applied to arbitration clauses. Courts have held that even if every other provision in a contract is
void because the contract is illegal, the contract’s arbitration clause is still enforceable.”’

Fourth, FAA preemption distorts the playing field by permitting legislation that favors
arbitration while forbidding legislation that seeks to constrain or regulate arbitration. States are
perfectly free to pass laws that expand the scope of arbitration. The FAA therefore places
companies that favor arbitration in a great position because arbitration-related legislation can
proceed in only one direction. Any “pro-arbitration” legislation that corporate arbitration
defenders are able to push through state legislatures are fully enforceable while any efforts to
place limits on arbitration or to regulate the most abusive arbitration practices risk preemption.
Indeed, corporations have taken advantage of this inequality to push through state legislation
condoning some of the most dangerous aspects of arbitration clauses. For example, Utah enactec
a statute that expressly permits contracting parties to waive their right to participate in a class
action, while state legislation forbidding a waiver of the right to bring a class action has been
declared preempted when applied to an arbitration clause.”®

It is important for Congress to act because, given the expansive and unwise reach of FAA
preemption, no other body is capable of doing so. Preemption not only restricts the ability of
state legislatures to correct problems with arbitration, it also restricts the authority of courts to

protect consumers against unsavory arbitration provisions. Although courts certainly have

" See, e.g., Buckeye Check Cashing, Inc. v. Cardegna, 546 U.S. 440 (2006) (holding that the
arbitrator must determine whether a contract containing an arbitration provision is illegal and

void).

*® Compare Utah Code Ann. § 70C-4-105 (permitting enforcement of class action waivers in
creditor-debtor contracts), with Ting v. AT&T, 319 F.3d 1126, 1147-48 (9th Cir. 2003) (finding
the California Consumer Legal Remedies Act preempted because it was not “a law of general
applicability”).
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declared arbitration clauses unenforceable, the Supreme Court has held that some types of
challenges to the enforceability of contracts containing arbitration clauses must be decided by an
arbitrator rather than by a court.”?

Nor is there any reason for Congress to delay in taking action. The original justification
for the FAA, overcoming judicial hostility to arbitration clauses, does not reflect current realities.
If anything, judges with crowded dockets have an incentive to favor enforcement of mandatory
arbitration clauses as a way of managing an overly-burdensome caseload. Moreover, waiting to
act only provides additional opportunity for courts to further expand FAA preemption. For
example, one strategy being undertaken by corporate defendants is to argue that any law which
invalidates any portion of an arbitration clause is preempted because the FAA creates a
substantive right to enforcement of an arbitration clause “in the manner provided for” in the
clause.®* Although the Supreme Court has not yet adopted this interpretation of the FAA, the
dangers of such a view are evident. Creating a substantive right to enforce arbitration
agreements exactly as written would give an incentive for companies to put in as many one-sided
arbitration provisions as possible, since they would know that the FAA would insulate those

provisions from any challenge.

IV.  Corporations’ Own Behavior Indicates that They do not Believe that Arbitration is
a Fair and Efficient Alternative to Litigation.

Notwithstanding the above-described shortcomings of the arbitration system,

corporations defend mandatory arbitration by asserting that it is a faster, cheaper, and fairer

? See, e.g., Cardegna, 546 U.S. 440 (holding than an arbitrator, rather than a court, must decide
if loan contract with a triple-digit interest rate is illegal and void).

0 See, e.g., Muhammad v. County Bank, No. 06-907, Petition for Writ of Certiorari (Jan. 3,
2007) at 18-21; see also Schwartz, supra note 23, at 563-68 (describing this trend).

15
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alternative to judicial dispute resolution and therefore should be encouraged, irrespective of any
ensuing sacrifice of democratic principles. Given the prevalence of mandatory arbitration
clauses in the consumer setting, I wish this assertion was true. However, I remain unconvinced,
for several reasons. Initially, it is noteworthy that the only groups touting the benefits of forced
arbitration for consumers are those that seek to impose arbitration against consumers. No
reputable consumer advocacy organizations of which I am aware endorse widespread use of pre-
dispute mandatory arbitration provisions. I am hard-pressed to think of another circumstance in
which a group’s adversaries are allowed to decide what is beneficial for that particular group.
More importantly, however, corporations’ own behavior concerning arbitration belies
their statements that forced arbitration is a superior alternative to the courts. For example,
several recent studies show when it comes to business-to-business contracts that are negotiated at
arm’s-length, companies are much more reluctant to include arbitration provisions than they are
in their contracts with consumers.’' That negotiated contracts typically omit arbitration
agreements and that arbitration agreements are most pervasive when imposed through adhesion

contracts itself is telling about how fair such provisions truly are.’ In fact, many of the same

3! See Theodore Eisenberg, Geoffrey P. Miller & Emily L. Sherwin, Arbitration’s Summer
Soldiers: An Empirical Study of Arbitration Clauses in Consumer and Nonconsumer Contracts,
41 U.MicIt J L. RErorM 871 (2008) (conducting study showing that more than 75% of
company contracts with consumers required arbitration whereas fewer than 10% of
nonemployment, nonconsumer contracts contained arbitration clauses); Theodore Eisenberg &
Geoffrey P. Miller, The Flight from Arbitration: An Empirical Study of Ex Ante Arbitration
Clauses in Publicly-Held Companies, 56 DEPAUL L. REvV. 335 (2007) (finding that only 11% of
surveyed companies used arbitration clauses in their contracts with other companies).

*2 Theodore Eisenberg, Geoffrey P. Miller & Emily L. Sherwin, Arbitration’s Summer Soldiers:
An Empirical Study of Arbitration Clauses in Consumer and Nonconsumer Contracts, 41 U.
MICH. J.L. REFORM 871, 876 (2008) (“The systematic eschewing of arbitration clauses in
business-to-business contracts also casts doubt on the corporations’ asserted beliefs in the
superior fairness and efficiency of arbitration.”).

16
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business groups that support forced arbitration when imposed on consumers have opposed the
Employee Free Choice Act precisely because it would require binding arbitration between a
union and a business if the two fail to come to a labor agreement within a certain period of
time.”* Similarly, many car dealers have inserted binding arbitration clauses into their car sales
contracts, although those same car dealers lobbied for and won a federal statute that bars car
manufacturers from insisting that dealers arbitrate disputes. In the process of lobbying for that
statute, auto dealers specifically decried how arbitrators were not required to follow the law, and
how arbitration actually had greater out-of-pocket expenses than litigation>* Tf companies truly
believe that forced arbitration is a superior system, then they would put their money where their
mouth is. To date, they have not.

In my view, one of the most telling examples of how corporations do not actually believe
that forced arbitration is a fair and trustworthy system concerns how they deal with the prospect
of class actions. Most arbitration provisions in consumer contracts bar the consumer from
participating in class actions.>® The dangers of class-action bans in arbitration clauses are well-
documented.” Because many instances of consumer fraud involve relatively small-dollar

injuries, many cases will never be brought if they can proceed only on an individual basis. Class

33 See, e.g., US. Chamber of Commerce, Employee Free Choice Act — The “Card Check” Bill,
available ai http://www.uschamber.com/issues/index/labor/cardchecksecrbal .htm.

3* See Public Citizen, Auto Dealers and Consumers A gree: Mandatory Arbitration Is Unfair,
available at http://www citizen org/congress/civius/arbitration/ articles cfm?ID=650.

3% One recent empirical study of arbitration agreements revealed that in its sample, “every
consumer contract with an arbitration clause also included a waiver of classwide arbitration.”
Eisenberg, et al., supra note 32, at 884.

3 See, e. ., Jean R. Sternlight, As Mandatory Binding Arbitration Meets the Class Action, Will
the Class Action Survive?, 42 WM. & MARY L. REV. 1 (2000).

17
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actions are specifically designed to deal with the circumstance where “small recoveries do not
provide the incentive for any individual to bring a sole action.””’ Barring individuals from
bringing class actions, either in arbitration or in litigation, effectively immunizes corporate
wrongdoers for certain classes of illegal conduct that cause small-dollar injuries but that affect
thousands or millions of individuals.

Despite these concerns, corporations defend class-action bans by arguing that class action
litigation is so expensive that arbitration is still a superior alternative. However, while
companies apparently have no problem telling consumers that arbitration is a superior alternative
when class action bans are in place, they tend to take the opposite view when class-action bans
are threatened. A majority of consumer arbitration now state that if the class action ban is
declared unenforceable, then the whole arbitration clause is unenforceable.*® The existence of
such exploding arbitration provisions is unsurprising. After all, once corporations face the
prospect of a large potential class action judgment, then the limited judicial review and limited
procedural protections that corporations champion as necessary for making mandatory arbitration
faster and more streamlined no longer are acceptable to them. The use of such arbitration
provisions suggests that companies do not necessarily see arbitration as a superior forum to
litigation, but that they mandatory contractual arbitration provisions — and class action bans in
particular — as a way of keeping consumers out of any forum, either arbitration or litigation.

In my view, any argument that a class action ban promotes cost savings ineluctably rests

on the assumption that consumers will not bring individual arbitrations in place of a class action.

7 Amchem Prods., Inc. v. Windsor, 521 U.S. 591, 617 (1997).

3 See Eisenberg, et al., supra note 32, at 884 (conducting study finding that 60% of consumer
contracts had a provision declaring the whole arbitration clause unenforceable in the event that
the class action ban was unenforceable).
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Having thousands of separate individualized arbitrations in front of separate arbitrators in which
the same documents would be submitted in separate hearings undoubtedly would be more
cumbersome, expensive and wasteful than consolidating all of those claims into a single action.
As Congress has recognized, the class action mechanism promotes efficiency by aggregating
similar claims into a single lawsuit, thereby avoiding the repetition and expense of separate
actions for each harmed individual: “Class action lawsuits are an important and valuable part of
the legal system when they permit the fair and efficient resolution of legitimate claims of
numerous parties by allowing the claims to be aggregated into a single action against a defendant
that has allegedly caused harm.”* Thus, corporations’ own behavior regarding their arbitration

clauses suggests that their true interest is not arbitration, but immunity.

CONCLUSION

The current arbitration system is one that no longer resembies what Congress originally
envisioned in passing the Federal Arbitration Act. The private nature of arbitration sacrifices
democratic values of openness and accountability. Mandatory arbitration also subverts the
democratic process by broadly preempting validly-enacted state statutes relating to arbitration.
Because the States and the courts cannot adequately protect consumers from the dangers of
arbitration, it is up to Congress to act. Ithank the Committee for allowing me to testify today
and I hope that the Committee considers reforming the arbitration system to provide consumers

with the protections they deserve.

% Class Action Faimess Act of 2005, 28 U.S.C. § 1711 (2005).
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Mr. COHEN. Our third witness is Christopher Drahozal. Professor
Drahozal teaches at the University of Kansas, which Memphis gave
a national championship to 2 years ago, and is an internationally
known scholar whose writing focuses on the law and economics of
dispute resolution, particularly arbitration. He is the author of
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multiple books and numerous articles on commercial arbitration
and has taught and given presentations on the subject in Europe
and the USA, serving as associate reporter for the ALI’s restate-
ment of the U.S. law of international commercial arbitration.

Prior to coming to Kansas, the professor practiced law with
Sidley and Austin in D.C. and served as a law clerk for Justice
Byron R. White of the United States Supreme Court and Judge
George H. Aldrich of the Iran-United States Claims Tribunal in
The Hague, the Netherlands.

Thank you, Professor Drahozal. Will you please proceed with
your testimony.

TESTIMONY OF CHRISTOPHER R. DRAHOZAL, ESQ.,
UNIVERSITY OF KANSAS SCHOOL OF LAW

Mr. DrRaHOZAL. Thank you.

Chairman Cohen, Ranking Member Franks, Members of the Sub-
committee, I really appreciate the opportunity to be here today. I
did not wear my Jayhawk tie in deference.

I have been very pleased with the discussion so far with sort of
interest in empirical work. Because, from my perspective, I think
sound empirical evidence is really essential for making good public
policy. In the arbitration area, actually, one commentator recently
found “a consensus that the future of arbitration should be decided
by data, not anecdote.”

The Searle study, which I am the Chair of the Consumer Arbitra-
tion Task Force of the Searle Civil Justice Institute, is the most re-
cent and, frankly, the most comprehensive look at consumer arbi-
tration as here administered by the American Arbitration Associa-
tion. A few sort of background points on the Searle study.

First of all, there is absolutely no industry funding whatsoever
for the study. It was funded exclusively by the initial grant of
money to set up the Searle Center to Northwestern Law School by
the late Daniel Searle, a Northwestern trustee. I would frankly
have made a condition of my participation in the study that they
not use industry money, and that was never an issue because that
was never the plan. So no industry funding whatsoever for the
study.

Searle Civil Justice Institute follows a rigorous research protocol
governing how we do our work. The report itself, as was mentioned
previously, was peer reviewed by an array of scholars on arbitra-
tion law and empirical work on arbitration law and, frankly, from
across the ideological perspective, from supporters and critics of
consumer arbitration.

We are very comfortable with the methodology of the study. Ob-
viously, our results focusing on the American Arbitration Associa-
tion are limited to the AAA, as we made clear in the report. None-
theless, in deciding national policy on arbitration, it seems to me
that what is done by the oldest and most prominent arbitration as-
sociation in the country certainly is relevant to that debate.

Our study did not focus exclusively on credit card disputes but
certainly includes a significant number of credit card disputes and,
more broadly, debt collection disputes in our sample.
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A couple of highlights from the study, and there is a lengthy
study, plenty to say, but I will just make a couple of points at this
stage.

First, the vast majority of the arbitrations in that study arose
out of pre-dispute clauses, over 96 percent. Only a handful of cases
arose out of post-dispute clauses. That result is actually consistent
with every other study that I have seen looking at employment ar-
bitration.

And, interestingly, international arbitration is the same way.
The vast majority of disputes arise out of pre-dispute clauses.

The standard advice in drafting—and the reason I mention inter-
national arbitration is there is no question there that you have so-
phisticated parties on both sides, no concerns about the fairness of
the process; and yet, even in that setting, if you don’t have a pre-
dispute clause, you don’t end up with arbitration.

The implications of sort of the finding in a consumer setting and
in the international setting to me are, first, that if you get rid of
pre-dispute clauses, it is essentially going to get rid of consumer ar-
bitration; and, second, the reason is not because of some unfairness
in the consumer arbitration process, because that rationale
wouldn’t apply in the international arbitration process. The reason
is because, once a dispute arises, parties’ interests and perspectives
change; and once you have a dispute, somebody’s going to benefit
from going to court, somebody’s not. And at that point they can’t
reach an agreement. No reflection on the unfairness of the arbitra-
tion process, but allowing a pre-dispute clause enables parties to
enter into agreements that make them both better off they other-
wise couldn’t enter into.

Second highlight and my final minute of my opening statement
is we have a variety of findings in the Searle report. One that peo-
ple have tended to be interested in is how the cases come out.
What we found is that consumers win some relief in roughly 53
percent of the cases in which they bring claims, and they are
awarded just under $20,000 on average. Businesses win some relief
in roughly 83 percent of the cases they bring and are awarded just
over $20,000.

The fact that businesses prevail more often does not show that
there is any unfairness in the arbitration process. To the contrary,
what is likely the case is that businesses bring different claims
than consumers bring.

The business claimants were very different parties than the busi-
ness respondents. Business claimants tend to be people who pro-
vided or businesses that have provided services and are now col-
lecting debts. Consumer claimants tend to bring claims against
businesses that have allegedly provided a defective product in some
way, shape, or form. They are harder to prove, and they are harder
to quantify damages.

What that means is you can’t just look at outcome numbers to
tell whether arbitration is fair or not. So the Public Citizen studies,
which are very interesting, you can’t evaluate whether a 94 percent
win rate shows arbitration is fair or unfair without something to
compare it to; i.e., how comparable cases come out in court.

Thank you very much.

Mr. CoHEN. Thank you, Professor Drahozal. Appreciate it.
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Chairman Cohen, Ranking Member [ranks, and Members of the Subcommittec:
T appreciate the opportunity to testify about the arbitration of disputes arising out of agreements
between credit card issucers and cardholders. Tam the Tohn M. Rounds Professor of Taw at the
University ol Kansas School ol Law, and the Chair of the Consumer Arbitration Task Force ol
the Searle Civil Justice Institute. Ialso am an Associate Reporter for the Restatement, Third, of
the U.S. Law ol Intemational Commercial Arbitration, and have writlen extensively on the law
and economics ol arbitration.

Overview

"The use of arbitration clauses in credit cardholder agreements is widespread,' and the
practice of resolving credit card disputes through arbitration has been controversial.®
Increasingly, both critics and supporters of the praclice have come (o recognize the importance
ol empirical evidence in making sound public policy decisions in the area.” Indeed, Professor
Peter B. Rutledge has recently written that “there now appears to be a consensus that the future
ol arbitration should be decided by data, not anecdote.”

My testimony today addresses the empirical evidence on five key issues dealing with the
use ol arbitration Lo resolve credil card disputes: (1) the uplront costs to consumers ol resolving
disputes through arbitration; (2) the fairness of procedures in arbitration: (3) how consumers farc
in arbitration; (4) whether arbitrators are biased in favor of repeat players (in this case, credit
card issucrs); and (5) the relationship between arbitration and class actions. Some of these
concerns arise only when consumers are claimants, in particular the upfront costs of arbitration
and the relationship between arbitrations and class actions. The other issues arise both in cases
with consumer claimants and in cascs with busincss claimants.

An important source for my testimony is a new empirical study entitled “Consumer
Arbitration Belore the American Arbitration Association,” recently issued by the Consumer

! Theodore Eisenbers, Geottrey P. Miller, & Emily Sherwin, Arbitration’s Summer Soldiers: An Empirical

Study of Arbitration Clauses in Consumer and Nonconsumer Contracts, 41 U. MICH. L. REF. 871, 882-83 (2008)
(reporting that 76.9 percent of a sample of consumer financial and cell phone contracts included arbitration clauses);
Linda J. Demaine & Deborah R. Ilensler, “Volunteering” to Arbitrate Through Predispute Arbitration Clauses: The
Average Consumer’s Experience, 67 LAW & CONTLEMP. PROBS. 55, 62 (2004) (finding that “[t]he prevalence of
arbilration clauses is highes( (69.2%} in the financial category (credit cards, banking, investment, and accounting/lax
consulting)”).

2 E.g., Public Cilizen, The Arbitration Trap: Ilow Credil Card Companies Ensnare Consumers (Sept. 2007),
available at http:/fwww.citizen.org/documents/Arbitration Trap.pdf.

; Peter B. Rutledge, Whither Arbitration?. 6 GEO. L. PUB. POL’Y 549, 589 (2008) (concluding that
“[ilncreased congressional attention™ to consumer and employment arbitration “can be valuable, for it promotes
discussion and study about this valuable dispute resolution tool” but also “can be dangerous if the terms of the
debate focus too much on anecdote and too little on systematic study”); Public Citizen, The Arbitration Debate Trap:
Tlow Opponents of Corporate Accountability Distort the Debate on Arbitration 2 (2008). available at
http:/fwww.citizen.org/documents/ArbitrationDebate Trap(T'inal).pdf (“Rutledge concludes Whither with the warning
that congressional scrutiny of arbitration ‘can be dangerous if the terms of the debate focus too much on anecdote
and too little on systematic study.” We agree.”).

4 Peter B. Rutledge, Common Ground in the Arbitration Debate, Y.B. ARB. & MED. ___, ___ (forthcoming
2009).
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Arbitration Task Torce of the Scarle Civil Justice Institute (“SCIT?). The study is the most
comprehensive empirical research to date on consumer arbitration procedures and outcomes. A
copy of the Iixecutive Summary is appended at the end of this statement, and a full copy of the
study is available at www.searlearbitration.org.

Searle Civil Justice Institute Task Force on Consumer Arbitration

Tounded in carly 2008 as a division of the Scarle Center on Law, Regulation, and
Ticonomic Growth, the SCIT aims to become the preeminent national source of large-scale,
empirical studies on public policy issues related to our nation’s civil justice system. An
operating premisc of the SCITis that hard data is a powerful and necessary tool in public policy
debates.

The American Arbitration Association (“AAA”) is a leading provider ol arbitration
services, including arbitrations between consumers and businesses. SCJI commissioned a Task
liorce to advise and lead this study of AAA consumer arbitrations. l‘unding for the study came
exclusively [rom the initial grant establishing the Searle Center lrom the late Daniel C. Searle,
longtime philanthropist and Northwestern University trustee.

Data and Methodology

The Task Force reviewed a sample of AAA case files involving consumer arbitrations.
The primary dataset consists of 301 AAA consumer arbitrations that were closed by an award
between April and December of 2007, (The focus on cascs closed by an award during this
particular timeframe is based on the availability ol the original case [iles.) Slightly under ten
percent of the cases in the sample, both cases brought by consumers and cases brought by
businesses, involved credit card disputes. Most of the cases in the sample brought by businesses,
including the cases brought by credit card issuers, were debl collection cases.

The sample ol cases was then coded Lor approximately 200 variables describing various
aspects of the arbitration process. In addition, when possible a broader AAA dataset comprising
all consumer cases closed between 2005 and 2007 was utilized. The data were analyzed using
standard statistical methods in order to describe and evaluate consumer arbitrations as
administered by the AAA. Prior to releasce, the report was reviewed by independent academic
experts on arbitration and empirical studies, including both critics and supporters ol consumer
arbitration. Tt also was subject to review by the SCIT Board of Overseers, which consists of
general counsels, plaintills’ lawyers, delense lawyers, academics, and state and lederal judges.

Issues
Although the Scarle study is ongoing and will ultimatcly cxamine many aspects of AAA

consumer arbitrations, the initial research inquiries were directed al (wo general Lopics: (1) the
costs, speed, and outcomes of AAA consumer arbitrations; and (2) AAA enforcement of the
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Consumer Due Process Protocol. Tach of the issuc regarding credit card arbitrations fall within
these two general topics.

1. Costs

Arbitration differs from litigation in that it is a privatc dispute resolution process. Unlike
litigation, in which taxpayers pay the salaries of judges and the costs of court administration, in
arbitration the parties themselves must pay those costs. Critics of consumer arbitration hdwe
contended that these upfront costs deter consumers from asserting claims in arbitr: ation.” The
Searle study examines the steps the AAA has taken (o mitigale such risks.

Like other leading arbitration providers, the AAA has adopted consumer arbilration rules
that provide for low-cost arbitration of small consumer claims.® Under those rules, the total fee
to be paid by a consumer asserting a claim for $10,000 or less is $125, which the AAA applics
solely to the arbitrator’s fee.” The total fee 1o be paid by a consumer asserting a claim of
between $10,000 and $75.000 is $375, again applicd solely to the arbitrator’s fee.® All
administrative fees and the remaining arbitrator’s fees are to be paid by the business.” In cases of
financial hardship, the consumer can seek deferral or waiver of administrative fees, as well as the
appointment of an arbitrator serving on a pro bono basis.’ Morcover, the arbitrator is authorized
to reallocate administrative and arbitrator’s fees between consumers and businesses in the
award.'" Finally, if the arbitration agreement provides for the business to pay a greater share
(and the consumer a lesser share) of the arbitration fecs, which a number of clauscs do, then the
clause controls.

The Searle study [ound that the lees assessed 10 consumer claimants bringing small
claims are on average below the levels specified in the AAA fee schedule, as a result of
businesses agreeing in (he arbilration agreement Lo pay & grealer share ol the costs and arbitrators
reallocaling consumer (ees 1o businesses in the award. In cases with claims ol less than $10,000
consumer claimants were assessed an average of $96 ($1 administrative fees plus $95 arbitrator
[ees). In cases with claims of between $10,000 and $75,000, consumer claimants were assessed
an average of $219 ($15 administrative fees plus $204 arbitrator fees). Thus, the ctfective fees

s E.g., Public Citizen, The Costs of Arbitration 1 (2002) (stating that the upiront costs of arbitration “have a

deterrent effect, often preventing a claimant from even filing a case.”). For a detailed analysis of this issue, see
(hnslopher R. Drahozal, Arbitration Costs and Contingent Fee Contracts, 59 VAND. L. REV. 729 (2006).

See American Arbitration Association, Supplementary Procedures [or the Resolution of Consumer-Relaled
Dl\])uld\ (eflective Sept. 15, 2005).

Id. Rule C-8 (“Fees and Deposits to be Paid by the Consumer™).
$ Id. For cases seeking more than $75,000, the fee schedule in the AAA Commercial Arbitration Rules
applies..
¢ Id. Rule C-8 (“Fees and Deposits to be Paid by the Business: Arbitrator Fees™); id. Rule C-8 (“Fees and
Deposlts to be Paid by the Business: Administrative Fees™).

American Arbitration Association, Administrative Fee Waivers and Pro Bono Arbitrators (“Pro Bono
Service by Arbitrators™), available af www.adr.org/si.asp?id=22040 (“A number of arbitrators on the AAA panel
have volunteered to serve pro bono for one hearing day on cases where an individual might otherwise be financially
llndh]e to pursue his or her rights in the arbitral forum.”).

American Arbitration Association, Commercial Arbitration Rules, Rule R-43(¢) (amended and effective
Sept. 1, 2007).
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for consumer arbitration in these cases were less than indicated in the applicable arbitration rules,
and may have been less than court filing fees.

Any [ull comparison ol the costs of arbitration and litigation needs to take into account
all the costs of the dispute resolution process, especially attorneys’ fees. Of course, consumers
who proceed pro se do not pay any attorneys’ fees. For consumers who are represented by an
attorney, however, we have no data on what those attorneys’ fees were in the cases in our sample
or how they compared to the attorneys” fees the consumer would have incurred in litigation. A
number of commentators have suggested that attorneys’ [ees likely are lower in arbitration than
in litigation.'”* Without solid empirical data, however, any comparison of arbitration costs to
litigation costs necessarily is incomplete.

The study did find, however, that arbitrators awarded attorneys’ fees to prevailing
consumer claimants in a substantial proportion of cases in which the consumer sought such an
award. Consumer claimants sought to recover attorneys’ fees in over 50% of the cases in which
they were awarded damages, and were awarded atlorneys’ [ees in 63.1% ol those cases. In those
cases in which the award of attorneys’ fees specified a dollar amount, the average attorneys’ fee
award was $14,574. Although the awards generally did not indicate the basis for the award of
attorneys’ [ees, the substantial majorily ol the cases were not ol the sort in which a fee-shilting
statute would be applicable.

2. Procedural Fairness

In response to concerns about unfair procedures in arbitration, leading arbitrator
providers have adopted “duc process protocols™ — pr intcly developed standards of fair
procedure in consumer (and employment) arbitration.” Due process protocols commonly
require independent and impartial arbitrators. reasonable costs, convenient hearing locations, and
remedies comparable 1o those available in courl. The AAA has pledged not to administer
arbitrations arising out ol arbitration clauses that violate the Consumer Due Process Protocol,
which applics to credit card arbitrations. Prcviouslly. cmpirical evidence on the effectivencss of
such private enforcement efforts had been lacking.™

i E.g., Saumnuel Estreicher, Sarurns for Rickshaws: The Stakes in the Debate over Predispute Employment

Arbmatmn Agreements, 16 OHIO 8T, J. ON DISP. RESOL. 559, 504 (2001); Rutledge, supra note 3, at 576-79.

National Consumer Disputes Advisory Comumiltee, Consumer Due Process Protocol (April 17, 1998),
available at www.adr.org/sp.asp?id=22019; see also Task Force on Alternative Dispute Resolution in Employment,
Due Process Protocol for Mediation and Arbitration of Statutory Disputes Arising Qut of the Employment
Relationship (May 9, 1995), available at www.adr.ore/sp.asp?id=28535; Commission on Ilealth Care Dispute
Resolution, ITealth Care Due Process Protocol (July 27, 1998), available at www.adr.org/sp.asp?id=28633; JAMS,
JAMS Policy on Consumer Arbitrations Pursuant to Pre-Dispute Clauses: Minimum Standards of Procedural
Fairness (revised Jan. 1, 2007), available at www jamsadr.com/rules/consumer_min_std.asp; TAMS, TAMS Policy
on Limployment Arbitration, Minimum Standards of Procedural Tairness (revised Teb. 19, 2005). available ar
www._jamsadr.com/rules/employment_Arbitration_min_stds.asp; National Arbitration Torum, Arbitration Bill of
R]ghts (2007), available at www . adrforom.com/users/naf/resources/ArbitrationBillOfRights3.pdf.

W. Mark C. Weidemaier, Arbifrarion and the Individuation Critique, 49 ARIZ. L. REV. 69, 107 (2007); see
also id. at 93 n.138.
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The Scarle study provided the first cmpirical cvidence on the enforcement of due process
protocols. It found that a substantial majority of consumer arbitration clauses in the sample
(76.6%) fully complicd with the Consumer Duc Process Protocol when the case was filed.
Moreover, the AAA’s review ol arbitration clauses lor protocol compliance was ellective at
identifying and responding to clauses with protocol violations. In 98.2% of cases in the sample
subject o AAA protocol compliance review, the arbitration clause either complied with the Due
Process Protocol or the non-compliance was properly identified and addressed by the AAA.

Moreover, the Searle study found evidence that businesses modily their arbitration
clauses as a result of the AAA’s protocol compliance review to make them consistent with the
Consumer Due Process Protocol. In response to AAA review, more than 150 businesses either
waived problematic provisions on an ongoing basis or revised arbitration clauses to remove
provisions that violated the Consumer Duc Process Protocol. This is in addition to the more than
1550 businesses identified by the AAA as having arbitration clauses that comply with the
Protocol. By comparison, AAA has identificd 647 businesses for which it will not administer
arbitrations because of Protocol violations, most commonly the business’s [ailure to pay its share
of the arbitration fees.

3. Outcomes

A central controversy in discussions of credit card arbitration is how consumers fare. A
numbcer of ecmpirical studics have cxamined the success rate of credit cardholders in arbitration.
Most of those studies have focused on cardholders as respondents in arbitration, and have used
data on arbitrations administcred by the National Arbitration Forum. The studics find a win-rate
[or business claimants (almost exclusively credit card issuers or their assigns) ranging [rom
67.9% to over 99%." Much of the variation in these results is due to differences in how the
studies treat cases that are dismissed belore an award. The win- ralc [or consumer claimants
(who are rare in NAF arbitrations) ranges [rom 37.2% 10 65.5 %.!

By comparison, the Searle study (ound that consumers won some reliel in 53.3% ol the
cascs they filed and recovered an average of $19,255, while business claimants won some relief
in 83.6% of their cases and recovered an average of $20,648. The average award to a successful

s Mark Fellows, The Same Result as in Court, More Efficiently: Comparing Arbitration and Court Litigation

Outcomes, METRO. CORP. COUNSEL, Tuly 2006, at 32 (business claimants “prevail in 77.7% of the cases (hat reach a
decision™); Jell Nielsen el al., Navigant Consulling, National Arbitration Forum: California Consumer Arbitration
Data | (July L1, 2008), available at http://www.instituteforlegalreform.com/index.php?option=com_ilr_docs&
issue_code=ADR&doc_type=STU (businesses prevailed in 67.9% of NAF arbitrations either heard by an arbitrator
or dismissed); Public Citizen, Arbitration Trap, supra note 2, at 15 (“In 19,294 cases in which an arbitrator was
appointed, the business won in 18.091 (or 93.8%)7): Answers and Objections of First USA Bank, N.A. to Plaintitt’s
Second Set of Interrogatories, Ex. 1, Bownes v. First U.S.A. Bank, N.A. et al., Civ. Action No. 99-2479-PR (Ala.
Circuit Ct. 2000), available at http://www.tlpj.org/briefs/McQuillan% 20exhibits %2016- 19%20(300dpi).pdf (last
lecd Dec. 10, 2008) (bank prevailed in 19.618 NAT arbitrations, while credit cardholder prevailed in 87).

Tmst & Young, Outcomes of Arbitration: An Timpirical Study of Consumer Lending Cases 8 (2004),
available at http:/fwww.adrforum.com/rcontrol/documents/ResearchStudiesAndStatistics/2005Timst And Young . pdf
(win-rate for consumer claimants of 54.6%}); Fellows, supra note 16, at 32 (win-rate for consumer claimants of
05.5%); Public Citizen, Arbitration Debate Trap, supra note 3, at 10 (win-rate for consumer cluimants of 37.2%).
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consumetr claimant in the sample was 52.1% of the amount claimed and to a successful business
claimant was 93.0% of the amount claimed. This difference in win-rate and percent recovery
between business claimants and consumer claimants appears to be driven in important part by
dilferences in the types ol claims brought by consumers and business. Business claims are
almost exclusively for payment of goods and services while consumer claims are seeking
recovery [or non-delivery, breach ol warranty, and consumer protection violations.'”

Thesc data face an important limitation, however, onc to which studics of outcomes in
credit card arbitration are likewise subject: the absence ol a baseline lor comparison. A [ilty
pereent win-rate for claimants may be extremely high if claimants bringing similar claims tend to
win at a lower rate in court, or extremely low if claimants bringing similar claims tend to win at a
higher rate in court. For example, the available evidence suggests that business claimants tend to
prevail ata very high rate in debt collection actions in court. ” Tf so, then the high win-rate of
businesses in credit card arbitrations is not particularly problematic.

4. Repeat-Arbitrator Bias

A related concern is so-called “‘repeat-arbitrator bias.” Unlike judges, who get paid
regardless of how many cases they decide, arbitrators get paid only when they are selected to
decide a case. These dillering compensation structures have given rise to lears that arbitrators
will be biased in [avor ol “‘repeal players,” parties that are more likely to be in a position to
appoint the arbitrator in a future casc." Tn credit card arbitrations, the credit card issuer is a
repeat player; cardholders are unlikely 1o be repeat players, although their attorneys may be.

Prior academic studies have some found evidence of a “repeat-player effect” — that repeat
players have higher win-rates in arbitration than non-repeat players. But the studies have
gencrally attributed the repeat-player cffect to better screening of cases by repeat players rather
than bias by arbitrators.”® The (indings of the Searle study are similar.

7 Again, as noted above, the Searle study does not break out its results by type of business, so we do not have
results on arbitration outcomes specific to credit card arbitrations.

'. E.g., Urban Justice Center, Debt Weight: The Consumer Credit Crisis in New York City and Its Impact on
the Working Poor 17 (Oct. 2007) (in New York City Civil Court cases studied, 81.8 percent of consumer credit
lawsuits filed were resolved by default judgment in favor of creditor); John A. Goerdt, Small Claims and Traffic
Courts: Case Management Procedures, Case Characleristics and Outcomes in 12 Urban Jurisdictions 53 (1992)
(National Cenler for State Courts) (linding business win-rate against individual claimants of 87 percent in small
claims court).

o E.g., Richard M. Alderman, Pre-Dispure Mandatory Arbitration in Consumer Contracts: A Call for
Reform, 38 II0US. L. REV. 1237, 1256 (2001); David S. Schwartz, Enforcing Small Print to Protect Big Business:
Employee and Consumer Rights Claims in an Age of Compelled Arbitration, 1997 W1S. L. REV. 33, 60-61; see also
Public Citizen, Arbitration Debate Trap, supra note 3, at 24-26.

» E.g., Lisa B. Bingham, Unequal Bargaining Power: An Alternative Account for the Repeat Player Effect in
Employment Arbitration, TRRA 50™ ANN. PrROC. 33, 39-40) (1998); Lisa B. Bingham & Shimon Sarraf, Employment
Arbitration Before and After the Due Process Protocol for Mediation and Arbitration of Statutory Disputes Arising
Out of Emplovment: Preliminary Evidence that Self-Regulation Makes a Difference, in ALTERNATLEDISPUTI
RESOLUTION IN T TEMPLOYMENT ARINA: PROCEEDINGS O 111 NEW YORK UNIVIRSITY 537 ANNUALL
(CONFERENCE ON LABOR 303, 323 tbl. 2 (Samuel Estreicher & David Sherwyn eds. 2004); Elizabeth IIill, AAA
Employment Arbitration: A Fair Forum at Low Cost, DISP. RESOL. J., May/July 2003, at 15.
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Tirst, the study found no statistically significant repeat-player cffect using a traditional
definition of repeat-player business. Consumer claimants won some relief in 51.8% of cases
against businesses that appear more than once in the AAA dataset (repeat businesses) and 55.3%
ol cases against businesses that appear only once (non-repeat businesses) — a dillerence that is
not statistically significant.

Second, using an alternative definition of repeat player, some evidence of a repeal-player
cffcet was identificd. Consumer claimants won some relicf in 43.4% of cascs against repeat
businesses and 56.1% against non-repeat businesses (as delined based on the AAA’s
catcgorization of busincsses in enforcing the Consumer Due Process Protocol) — a difference that
is statistically significant at the 10% level. However, 71.1% of consumer claims against repeat
businesses so defined were resolved prior to an award, while only 54.6% of claims against non-
repeat businesses were resolved prior to an award. This suggests that the repeat-player cffect is
attributable 1o better case screening by repeat players (i.e., settling stronger consumer claims and
arbitrating weaker claims), rather than arbitrator bias.

5. Class Relief

Another criticism ol arbitration clauses in consumer contracts, including but not limited
to credit card contracts, is that they prevent consumer claims from being resolved in class
actions.”’ When parties agree to arbitration, they contract out of court proceedings, including
class action proceedings. Whilc class actions in arbitration (“class arbitrations”) have become
morc common in recent years,” at least some businesses have responded by including class
arbitration waivers — provisions that waive the availability of class proceedings in arbitration — in
their standard form contracts. These developments have led to fears that consumers are being
denied remedies, and even (hat class actions will soon become extinet.? The available empirical
evidence suggests that such fears are overblown.

Overall, most of the arbitration clauses in the sample of AAA consumer arbitrations did
not include class arbitration waivers. Only 36.5% of the cascs arosc out of arbitration clauses
with a class arbitration waiver; 63.5% arose out of arbitration clauses without a class arbitration
waiver. Morcover, the use of class arbitration waivers varied widely by industry. Tt plainly is
not the case that all arbitration clauses preclude recovery on a class basis.

By comparison, and consistent with prior studics,” the Scarle study found that all credit
card arbitration agreements in the sample did include class arbitration waivers. That fact,
howcever, docs not necessarily mean that cardholders will be unable to proceed on a class basis.
Rather, current law allows the courts to examine the enlorceability of class arbitration waivers on
a case-by-case basis. According to Alan Kaplinsky et al., an “increasing number of state courts

E.g., Public Cilizen, Arbilration Trap, supra nole 2, aL 43.

The growth of class arbitration proceedings has occurred as a result ol the Supreme Court’s decision in
Green Tree Financial Corp. v. Bazzle, 539 U.8. 444 (2003).

= E.g., Myriam Gilles, Opting Out of Liability: The Forthcoming, Near-Toial Demise of the Modern Class Action,
104 MicH. I.. REv. 373, 375 (2005).

» See Eisenberg, Miller, & Sherwin, supra note 1, at 884.
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havc shown hostility” toward consumer arbitration agreements with class arbitration waivers,

d “[a] number ()f state appellate courts have invalidated ddss action waivers within the past
u)upl(, of years.”? Some federal courts have done so as well 2° Because many credit card
contracts provide that il a court holds the class arbitration waiver invalid the entire arbilration
clause is invalid,27 class claims filed in such jurisdictions may well end up in court, or at the very
least in a class arbitration proceeding,28 In short, class proceedings may continue 1o be available
even [or consumers who are parties Lo an arbitration clause with a class arbitration waiver.

Finally, assuming that credit card issuers view class arbitration waivers as critical
components of their arbitration agreements, important empirical questions remain unanswered,
such as:

* How [requent are class actions against credil card companies? What kinds ol class
actions have been brought (i.e., what is the nature of the alleged violations and the
requested reliet)? How much have cardholders recovered? What costs have credit card
issuers incurred?

* How effective are possible alternatives to class actions — including individual arbitrations,
class arbitrations, and formal and informal regulatory proceedings? What kinds of claims
have been pursued in these proceedings? How much have cardholders recovered? What
costs have credit card issuers incurred?

The next phase of the Searle study will consider the extent Lo which class actions are
comparable to the individual arbitrations in the sample, for purposes of developing a bascline for
evaluating the costs, speed, and outcomes ol AAA cousumer arbitrations. But much more
research remains to be done in order to evaluate in a meaningful way the relationship between
arbitration and class actions.”

25

- Alan S. Kaplinsky, Mark J. Levin, and Martin C. Bryce, Jr., Consumer Arbitration: The Tug of War
Bs'nwvn the Federal and State Courts Intensifies, 64 BUS, LAW. 627, 627-28 (2009).

See In re American Express Merchants’ Litigation, 554 F.3d 300, 319-20 (2d Cir. 2009).

See Eisenberg, Miller, & Sherwin, supra note 1, at 885.

For a more complete discussion, see Christopher R. Drahozal & Quentin R. Wittrock, Franchising,
Arhnmrmn and the Future of the Class Action, 3 ENTREPRENEURIAL BUS. L.J. ___ (forthcoming 201)8).

Some empirical research has been done on these questions for other types of cases. For example, 4 recent
study of employment class actions found that “potential individual recoveries for many types of employment
disputes are valuable enough to place in question the arguments that these are ‘negative value’ cases that will be
brought forward., if at all, only through the class action vehicle.” Samuel Estreicher & Kristina Yost, Measuring the
Value of Class and Collective Action Employment Seftlements: A Preliminary Assessment, in EZMPLOYMENT CLASS
AND COLLECTIVEE ACTIONS: PROCEEDINGS 01 THEN.Y. UL 567 ANNUAL CONFERENCIE ON T.ABOR 107, 137 (David
Sherwyn ed. 2009). That said, the mean and median potential individual recoveries in the class actions studied were
sistently less than the mean and median recoveries in individual employment arbitrations reported in other
studies. Id. at 136.

27
23
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Limitations and Conclusions

‘While the empirical results presented in the Searle study are the most comprehensive
available and thus may usefully inform the policy debate on consumer arbitration, the study
nonetheless has limitations. First, its [indings are limited 1o AAA consumer arbilration.
Empirical results from studying AAA consumer arbitration do not necessarily apply to other
arbitration providers. That said, in setting national policy concerning arbitration, information on
consumer arbitrations administered by the AAA, a lcading provider of arbitration services,
certainly is necessary for making an informed decision.

Second, as discussed above, the study’s findings on the costs and outcomes of AAA
consumer arbitrations are diflicull to interpret without a baseline (or comparison. The next phase
of this research project thus will seek to compare the procedures and outcomes in AAA
consumer arbitrations with procedures and outcomes in court. Only by undertaking such a
comparison is it possible to draw meaningful conclusions about how consumers [are in
arbitration.

At bottom, the Scarle study reinforces the importance of empirical work in the policy
debate over consumer and employment arbitration. Sound policymaking — whether dealing with
credit card arbitration in particular or consumer and employment arbitration in general — should
consider statistically valid cmpirical studics, not just anccdotal reports.
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Issues and Background

Empirical evidence has become a central focus of the policy debate over consumer and
employment arbitration. Both supporters and opponents of the proposed Arbitration Tairness
Act. which would make pre-dispule arbitration clauses unenlorceable in consumer and
cmployment (and franchisc) agreements, have recognized that cmpirical cvidence on the fairness
and integrity of consumer and employment arbitration proceedings is essential to making an
informed decision on the bill. Yet the empirical record, particularly on consumer arbitration, has
critical gaps.

Onc sct of issucs on which further empirical rescarch would be helpful is the costs, speed, and
outcomes of consumer arbitrations. How much do consumers pay to bring claims in arbitration?
How long do consumner arbitrations take to resolve? How do consumers fare in arbitration,
particularly against businesses that arc repeat users of arbitrators and arbitration providers?
While 4 number ol important studies on employment arbitration have been provided, the
empirical record on these issues in consumer arbitrations is sparse.

A second sel of issues of interest involves the enforcement of arbitration due process protocols --
privately created standards sctting out minimum requirements of proccdural fairness for
consumer and employment arbitrations. Due process protocols commonly require independent
and impartial arbitrators, rcasonable costs, convenient hearing locations, and remedics
comparable to those available in court. Leading arbitration providers have pledged not to
administer arbitrations arising out of arbitration clauses that violate the protocols. But empirical
cvidence on the cffectivencss of these private enforcement cfforts is lacking.

Searle Civil Justice Institute Task Force on Consumer Arbitration

To shed light on these issues, the Searle Civil Justice Institute (SCJI) undertook a large-scale
study of consumer arbitrations administcred by the American Arbitration Association (AAA).
The AAA is a leading provider of arbitration services, including arbitrations between consumers
and businesses. SCIT commissioned a Task Force to advise and lead this study of consumer
arbitrations. Although the study will ultimately cxamine many aspects of AAA consumer
arbitrations, the initial research inquiries were directed at two topics:

10
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1. Costs, Speed, and Outcomes of AAA Consumer Arbitrations. This aspect of the Preliminary
Report assesses key characteristics ol the AAA consumer arbitration process. In particular, it
examines the [ollowing research questions:

®  (General characteristics of AAA consumer arbitration cases including claimant type
(i.c., consumer or busincss), types of busincsses involved, and amounts claimed.

¢ Costs of consumer arbitration (arbitrator fees plus AAA administrative fees), including
the impact ol the arbitrator’s power (o reallocate such lees in the award.

e Speed of the arbitration process from filing to award, in the aggregate and by claimant
type (i.e., consumer or husiness).

*  Various measures of outcomes such as win-rates, damages awarded, and evidence of as
well as possible explanations Lor any repeat-player ellects.

In addition to these broad research questions, SCII also examined the extent to which consumer
arbitrations arc resolved ex parte; the frequency with which arbitrators award attorneys’ fees,
punitive damages, and interest; and results for consumers proceeding pro sc.

2. AAA Enforcement of the Consumer Due Process Protocol. This aspect ol the Preliminary
Report provides an empirical analysis ol how elleclively the AAA enforces compliance with
the Consumer Due Process Protocol. It considers a number of key research questions
including:

¢ To what extent do the consumer arbitration clauses comply, in their own right, with the
Duc Process Protocol?

¢ How ellective is AAA review ol arbitration clauses for compliance with the Due
Process Protocol?

e To what extent does the AAA refuse to administer consumer cases because of the
failure of businesses to comply with the Due Process Protocol?

¢ How do businesses respond to AAA enforcement of the Protocol?

In addition (o these research questions, SCJI examined several other issues that arise in
connection with the Due Process Protocols.

Data and Methodology

SCllreviewed a sample ol AAA case liles involving consumer arbitrations. The primary dataset
consists of 301 AAA consumer arbitrations that were closed by an award between April and
December of 2007. (The focus on cases closed by an award during this particular timeframe is
based on the availability ol the original case [iles.) This sample ol cases was then coded [or
approximatcly 200 variables describing various aspects of the arbitration process, including a
review of the arbitration clause in the file. In addition, when possible a broader AAA datasel
comprising all consumer cascs closed between 2005 and 2007 was utilized. The AAA maintains
this datasct in the ordinary course of its business, collecting data for internal purposes but not
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recording all variables of interest to SCIT. The data were analyzed using standard statistical
methods in order to describe and evaluate consumer arbitrations as administered by the AAA.

Key Findings — Costs, Speed, and Outcomes of AAA Consumer Arbitrations

The upfront cost of arbitration for consumer claimants in cases administered by the AAA
appears to be quite low.

In cases with claims seeking less than $10,000, consumer claimants paid an average of $96 (31
administrative fees + $95 arbitrator fees). This amount increases to $219 ($15 administrative
lees + $204 arbitrator lees) for claims between $10,000 and $75,000. These amounts [all below
levels specified in the AAA fee schedule for low-cost arbitrations, and are a result of arbitrators
reallocaling consumer costs o businesses.

AAA consumer arbitration seems to be an expeditious way to resolve disputes.

The average time from filing to final award for the consumer arbitrations studicd was 6.9
months. Cases with business claimants were resolved on average in 6.6 months and cases with
consumer claimants were resolved on average in 7.0 months.

Consumers won some relief in 53.3% of the cases they filed and recovered an average of
$19,255; business claimants won some relief in 83.6 % of their cases and recovered an
average of $20,648.

The average award to a successful consumer claimant in the sample was 52.1% of the amount
claimed and 1o a success(ul business claimant was 93.0% ol the amount claimed. This result
appears to be driven by differences in types of claims initiated by consumers and business.
Business claims are almost exclusively [or payment ol goods and services while consumer
claims are seeking recovery [or non-delivery, breach of warranty, and consumer prolection
violations.

No statistically significant repeat-player effect was identified using a traditional definition
of repeat-player business.

Consumer claimants won some relicf in 51.8% of cascs against repeat businesses under a
traditional definition (i.e., businesses who appear more than once in the AAA dataset) and 55.3%
against non-repeat businesses — a difference that is not statistically significant.

Utilizing an alternative definition of repeat player, some evidence of a repeat-player effect
was identified; the data suggests this result may be due to better case screening by repeat
players.

Consumer claimants won some reliel in 43.4% ol cases against repeat businesses and 56.1%
against non-repeat businesses under an alternative definition (based on the AAA’s categorization
of businesses in enforcing the Consumer Duc Process Protocol) — a difference that is statistically
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significant at the 10% level. However, 71.1% of consumer claims against repeat businesses so
defined were resolved prior to an award, while only 54.6% of claims against non-repeat
businesses were resolved prior to an award. This suggests that such effect is atributable to better
case screening by repeat players (i.e., settlling stronger consumer claims and arbitrating weaker
claims).

Arbitrators awarded attorneys’ fees to prevailing consumer claimants in 63.1% of cases in
which the consumer sought such an award.

Consumer claimants sought to recover attorneys’ fees in over 50% of the cases in which they
were awarded damages and were awarded attorneys’ fees in 63.1% of those cases. In those cases
in which the award of attorneys’ fees specified a dollar amount, the average attorneys’ fee award
was $14,574.

Key Findings — AAA Enforcement of the Due Process Protocol

A substantial majority of consumer arbitration clauses in the sample (76.6 %) fully
complied with the Due Process Protocol when the case was filed.

Most arbitration clauses in consumer contracts that come before the AAA are consistent with the
Consumer Duc Process Protocol as applied by the AAA. The same is true for cases in which
protocol compliance was a matler Lor the arbitrator Lo enlorce.

AAA’s review of arbitration clauses for protocol compliance was effective at identifying
and responding to clauses with protocol violations.

In 98.2% of cases in the sample subject to AAA protocol compliance review, the arbitration
clause either complied with the Due Process Protocol or the non-compliance was properly
identilied and responded (o by the AAA.

The AAA refused to administer a significant number of consumer cases because of Protocol
violations by businesses.

In 2007, the AAA refused to administer at least 85 consumer cases, and likely at least 129
consumer cases (9.4% of its consumer case load), because the business failed to comply with the
Consumer Due Process Protocol. The most common reason for refusing to administer a case (55
of 129 cases, or 42.6%) was the business’s failure to pay its share of the costs of arbitration
rather than any problematic provision in the arbitration clausc.

As aresult of AAA’s protocol compliance review, some husinesses modify their arbitration
clauses to make them consistent with the Consumer Due Process Protocol.

In response to AAA review, more than 150 businesses have cither waived problematic provisions
on an ongoing basis or revised arbitration clauses (o remove provisions that violated the
Consumer Due Process Protocol. This is in addition to the more than 1550 businesses identificd
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by thc AAA as having arbitration clauses that comply with the Protocol. By comparison, AAA
has identified 647 businesses for which it will not administer arbitrations because of Protocol
violations.

Policy Implications and Next Steps

The empirical [indings in the SCJI Preliminary Report on AAA consumer arbitrations have
important implications for thosc interested in discussing and formulating public policy regarding
arbitration.

1. Notall consumer arbitrations, arbitration providers, or arbitration clauses arc alike. Differing
results [rom empirical studies of arbitration may reflect variations associated with case mix,
type of claimant, or provider review processes. This suggests the need for a nuanced
approach (o public policy concerning arbitration.

2. Private regulation complements existing public regulation of the fairness of consumer
arbitration clauses. Policy makers should not ignore the role that arbitration providers can
play in promoting fairncss on behalf of consumers.

3. Courts could uselully reinforce the AAA’s enforcement of the Consumer Due Process
Protocol by declining to enforce an arbitration clause when the AAA has refused to
administer an arbitration arising out ol the clause or by otherwise reinforcing the role ol the
Due Process Protocol.

4. Arbitration may be less expensive for consumers than sometimes believed. For many
consumers, the AAA arbitration process costs less than the amount specified in the AAA
rules because arbitrators often shift some portion of the costs to businesses. Moreover,
arbitrators award attorneys” fees to a substantial proportion of prevailing consumers in AAA
consumer arbitrations.

5. Lmpirical studies have tended to find that repeat players fare better in arbitration than non-
repeat players. To the extent such a repeat-player ellect exists in arbitration, the critical
policy question is what causcs it. Our findings arc consistent with prior studics in suggesting
that any repeat-player effect is likely caused by better case screening by repeat players rather
than arbitrator (or other) bias in favor of repeat players. A further as yet unresolved question
is whether a repeat-player cffect exists in litigation, and, if so, how litigation compares to
arbitration in this regard.

While (he empirical results presented in the SCJI Preliminary Report on Consumer Arbitration
may usefully inform the policy debate on consumer arbitration, the Report nonetheless has
limitations. First, its [indings are limited 1o AAA consumer arbitrations. Empirical results [rom
studying AAA consumer arbitration do not necessarily apply to other arbitration providers.
Seccond, its findings on the costs, speed, and outcomes of AAA consumer arbitrations arc
dillicult to interpret without & baseline Lor comparison, such as the procedures and practices in
traditional court proceedings. A future phase of this rescarch project by the Scarle Civil Justice
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Institute’s Task Force on Consumer Arbitration will undertake that comparison. Tt will scck to
compare the procedures in AAA consumer arbitration with procedures available for consumers
in court as well as comparing cmpirically key process characteristics of courts and arbitration.

Mr. COHEN. Our final witness is David Arkush. Mr. Arkush is
the Director of Congress Watch. He joined Public Citizen in Janu-
ary, 2008, after working as a staff attorney for Public Justice,
where he litigated civil rights, environmental, and consumer cases
primarily in the area of Federal preemption of State law, private
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standing under consumer protection statutes, and binding manda-
tory arbitration in consumer contracts.

Prior to working at Public Justice, Mr. Arkush taught at the Ap-
pellate Litigation Program at Georgetown University Law, served
as the Fuchsberg Fellow at Public Citizen Litigation Group, and
clerked for the Honorable R. Lanier Anderson, III of the U.S. Court
of Appeals Eighth Circuit.

Before clerking, Mr. Arkush worked for the private public inter-
est firm Adkins, Kelston and Chavez; and before law school he
served as Statewide coordinator of Missouri Voters for Fair Elec-
tions.

Thank you, Mr. Arkush. Will you proceed with your testimony.

TESTIMONY OF DAVID ARKUSH, ESQ., PUBLIC CITIZEN

Mr. ARkUSH. Thank you, Mr. Chairman, Members of the Sub-
committee.

Forced arbitration in the credit card industry serves three pri-
mary functions. First, it allows credit card companies and debt col-
lectors to wring more unfair fees out consumers, sometimes the
consumers who are least able to pay them. Second, it makes it easi-
er for debt collectors to collect on debts when they lack suffi-
cient——

Mr. CoHEN. You might want to pull your microphone up a little
bit. Thank you, sir.

Mr. ARKUSH. Second, it enables debt collectors to collect on debts
when they lack sufficient evidence or even when the debts are un-
lawful. And, third, it provides a shield from accountability for un-
fair practices.

Arbitration, forced arbitration in the consumer context has noth-
ing to do with providing consumers a faster, cheaper, and fair
forum to bring disputes.

On the first two points, unfair fees and collection, I have a story
to tell that illustrates those points.

Cheryl Betts of North Carolina missed one payment. She was
late for one payment on her Chase credit card. In response, Chase
lowered her credit limit from $6,000 to $4,900, charged her extra
fees, charged her a penalty interest rate. Those fees and penalty
interest soon pushed her over the new credit limit. That spurred
a new cycle of fees and penalty interest. She tried to work out a
payment plan with Chase but wasn’t able to.

Two years later, she received a letter in the mail saying that she
was being taken to arbitration. She owed over $6,000; and to her
debt had been added $602 in legal fees, over 10 percent of the debt.
She wrote an 11-page response, to which the debt collection law
firm responded by seeking an adjournment, which indefinitely sus-
pended the arbitration.

Four months later, she wrote another long letter disputing the
debt, to which the debt collection firm responded by seeking a 45-
day extension. One day after the 45-day extension expired and the
debt collection firm still had not responded to Ms. Bett’s argu-
ments, the NAF arbitrator ruled in the debt collection firm’s favor.

In sum, in an NAF arbitration, Ms. Betts was first charged extra
fees; second, the debt collection firm never responded to her argu-
ments; third, the debt collection firm missed its own extended
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deadline to respond to her arguments; and, fourth, the debt collec-
tion firm won. This is not a fair process. This is not a process that
has anything to do with providing consumers a benefit.

The third point in terms of what arbitration currently does in the
credit card industry is that it is a shield from accountability for un-
fair practices. Because there are no class actions in credit card ar-
bitrations, that means consumers generally can’t bring any claims
at all. As Judge Posner famously said, only a lunatic or a fanatic
would bring a small claim individually in court. We need class ac-
tions if many of these people are to bring cases at all.

The evidence bears out that it is too difficult for consumers to
bring cases individually in arbitration because when we at Public
Citizen studied 34,000 NAF arbitrations from 2003 to 2007, this is
34,000 arbitrations, only 118 of them were brought by consumers.

Forced arbitration is about denying access to justice for con-
sumers. It is not about providing them a fair, efficient, and inex-
pensive forum.

Proponents of arbitration try to show benefits. They have failed
to meet their burden of showing that arbitration benefits con-
sumers. We debunked the majority of these studies that have been
done last summer in a thorough report.

There is new study from my colleague to my right here, Professor
Drahozal, again purporting to show that forced arbitration benefits
consumers. It suffers from similar flaws to all studies that have
preceded it.

First, it is based on Triple A arbitrations. Triple A is not a major
provider of consumer arbitration. It is not the right place to look
if you want to find answers to these questions.

Second, the study’s own data shows that consumers do worse
than businesses. Consumers won 53 percent of the time and got 52
percent of what they asked for. Businesses won 83 percent of the
time and got 93 percent of what they asked for. That means con-
sumers overall got 28 percent of what they wanted and businesses
got 78 percent of what they wanted. That doesn’t look fair at a
glance.

The study is also missing key data largely because of timing. We
have done a preliminary analysis of cases that they missed. Of
61,000 cases since 2004, 45,000 come from a single debt collection
firm, Midland Credit Management, that came in after this study’s
data set concluded. In 87 percent of those cases, Triple A awarded
exactly amount that Midland Credit Management sought.

The fourth problem is that there is no independent verification
of these kinds of numbers that are in the study. The proponents
of arbitration have all of the evidence in their hands, and they are
afraid to give it up. Instead, we are forced to fight with table scraps
of evidence, and we are still winning the fight on this side.

This empirical debate, with all due respect, is a bit of a distrac-
tion. Common sense says that a system where the arbitrators are
competing for the business of one side is not fair to the other.

Mr. CoHEN. Thank you, Mr. Arkush.

[The prepared statement of Mr. Arkush follows:]
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Mr. Chairman and other Members of the Subcommittee, thank you for the
opportunity to testify on the critical issue of forced arbitration. My name is David
Arkush, and I am the director of Public Citizen’s Congress Watch division. Public
Citizen is a national nonprofit membership organization that has advanced
consumer rights in administrative agencies, the courts, and the Congress, for thirty-
eight years.

INTRODUCTION

The Federal Arbitration Act was intended to provide an informal dispute
resolution mechanism for businesses to resolve disagreements.! At the time,
arbitration was voluntary, chosen by sophisticated parties that had bargaining
power with respect to each other.2 In the early 1980s, the United States Supreme
Court opened the door for large corporations to force their customers and non-
union employees into arbitration,® and many have seized the opportunity. Today, a
consumer must forego the right to litigate any future disputes in court to obtain a
wide range of goods and services, including credit cards.* A consumer with a credit-
card dispute must bring a claim individually, not as a member of a class, in a private,
secretive forum, chosen by the credit card provider. The San Francisco City
Attorney has called the leading arbitrator of credit card disputes, the National
Arbitration Forum, an “arbitration mill” that “churn([s] out arbitration awards in
favor of debt collectors.”s

Forcing arbitration on credit card customers has nothing to do with
providing them a quicker, simpler, less expensive forum in which to pursue
disputes, as its proponents claim. Nor is there any evidence that forced arbitration
provides consumers with cheaper credit. The real functions of forced arbitration
are (1) to deter consumers from bringing claims at all; and (2) to give creditors a
fast-track forum for collecting debts, even unlawful debts, in which they can run up
additional fees to charge consumers. In short, forced arbitration is another in a long
list of predatory credit card practices.

DIScUsSION
I.  Forced Arbitration Is One of Many Predatory Credit Card Practices.

American consumers have a strong distaste for credit card providers because
of their experiences with abusive practices such as hidden fees and complicated,

1 See Jean Sternlight, Creeping Mandatory Arbitration: Is It fust, 57 STAN. L. REv. 1631, 1636 (2005).
2Jd, at 1635-36.

3 See generally David S. Schwartz, If You Love Arbitration, Set It Free: How “Mandatory” Undermines
“Arbitration”, 8 NEV. L.]. 400 (2007).

4 See Theodore Eisenberg & Geoffrey Miller, Arbitration’s Sammer Soldiers: An Empirical Study of
Arbitration Clauses in Consumer and Non-Consumer Contracts, 41 U. MicH. J.L. REFORM 871, 871 (2008).
5 Sam Zuckerman, S.F. Sues Credit Card Service, Alleging Bius, S.F. CHRONICLE, Apr. 8, 2008 at D-1.
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deceptive pricing. In the past decade, credit card providers have increased their
fees and penalties dramatically:®

e In 2005 credit card penalty fees totaled $17.1 billion, a 10-fold increase from
1995, and penalty interest rates averaged 24.2 percent.” Lenders collected
$18.1 billion in penalty fees on credit cards in 2007.8

e The average late fee over the same ten-year period rose from $12.38 in 1995
to $33.64 in 2005.° The average overlimit fee is now $30.18.10

e In 2002, credit card lenders introduced tiered fee structures that add an
automatic prorated fee based upon the balance that the borrower is
carrying.!1

* Lenders also assess fees for various services and transactions.12 For example,
credit card issuers make an estimated $36 million annually in interchange
fees that credit card companies charge vendors to use their cards, which are
then added to the price of goods and services.

Itis currently estimated that credit card issuers make over a third of their money in
fees.'? This is an industry that makes most of its money from its least satisfied
customers.

6 See PUBLIC CITIZEN, THE ARBITRATION TRAP 51 (2007) at
http://www.citizen.org/documents/ArbitrationTrap.pdf (citing “Credit Cards: Increased Complexity
in Rates and Fees Heightens Need for More Effective Disclosures to Consumers,” General
Accountability Office, Sept. 2006, GA0-06-929); see also Oren Bar-Gill & Elizabeth Warren, Making
Credit Safer, 157 U. Pa. L.REv. 1, 46 (2008) (“More recently, long-term interest rates have become
more salient to consumers, perhaps reflecting their growing concern over rising balances on credit
cards. The design of the credit card product changed in response. Long-term interest rates were
reduced to attract and retain customers, as other charges were increased.”); afso Kathy Chu, “Facing
Losses on Bad Loans, Banks Boost Credit Card Rates”, USA ToDAY, Apr. 27, 2008 at
http://www.usatoday.com/money/perfi/basics /2008-02-06-consumer-credit-charges_N.htm
(“Bank fees have been rising for years. But as their loan losses have surged, banks have become
quicker to raise certain fees and rates, analysts say.”).

7 See PuBLIC CITIZEN, Ti1E ARBITRATION TRAP at 51 (citing Professor Arthur E. Wilmarth, Jr., George
Washington School of Law, testilnony before the Financial Institutions and Consuiner Credit
Subcommittee of the House Financial Services Committee, Apr. 26, 2007).

# Chu, supra.

9 Warren & Bar-Gill, supra, at 47.

101d,

11 See GOVERNMENT ACCOUNTABILITY OFFICE, CREDIT CARDS: INCREASED COMPLEXITY IN RATES AND FERS
HEIGHTENS NEED FOR MORE EFFECTIVE DISCLOSURES TO CONSUMERS 19-20 (Sept. 2006) at
http://www.gao.gov/new.items/d06929.pdf.

12 See id. at 23.

13 Elizabeth Hester & Ari Levy, Credit-Card Users Feel Pain as U.S. Banks Reap Gain, BLOOMBERG NEWS
(Dec. 18, 2008) at
http://www.bloomberg.com/apps/news?pid=20601087&sid=ap_9fTPViwzU&refer=home.
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Last week, the United States House of Representatives passed a Credit Card
Holders Bill of Rights that will halt many of the worst credit card practices. The
Senate is scheduled to take up similar legislation this week. Neither bill would
address forced arbitration, the subject of today’s hearing.

Forced arbitration is in some ways similar to other abusive credit card
practices; it can operate as just another in a sequence of steps geared to squeeze
additional fees from struggling consumers. In one case, 55-year-old Cheryl C. Betts
of Cary, N.C., was late with one $128 minimum payment in August, 2005.1* Her
lender Chase then lowered her credit limit from $6,000 to $4,900 causing more fees
and penalty interest to accumulate, eventually pushing her over her new lower
limit.!5 Her minimum-payment requirements then rose to a level that she says she
couldn't afford.’® In May, 2007, she learned that she’'d been taken to arbitration
when debt collection specialists Mann Bracken sent her a letter about $6,027 she
owed on a Chase credit card, and requesting an additional $602 in legal fees related
to arbitration.t?

But forced arbitration is different in one key respect: it permits credit card
issuers to shield themselves from accountability, thereby enabling and creating
incentives to engage in other abusive practices.

II. Forced Arbitration Is Biased Against Consumers, and It Harms Consumers.

A. InForced Arbitration, the Arbitration Providers Have Strong
Incentives to Favor the Business Parties That Choose Them.

Credit card arbitration is required in millions of “take-it-or-leave it” credit
card form contracts.!® These contracts are non-negotiable, and the credit card
companies draft all of the terms, so they determine what arbitration provider will be
named in the contract. As a result, arbitration companies like the American
Arbitration Association (AAA) and the National Arbitration Forum (NAF) compete to
be written into these form contracts.'? An arbitrator’s repeat business and the
resulting income are determined by his or her reputation ruling in past cases.2®
Arbitration firms market themselves as the business-friendly alternative to court,
and they collaborate with law firms that specialize in debt collection to work with

14 Robert Berner & Brian Grow, Banks vs. Consumers (Guess Who Wins), BUS. WK, June 5, 2008.

15 1d.

1614,

171d,

18/d.

19 See Jean Sternlight, Creeping Mandutory Arbitration: Is It Just, 57 STAN. L. REV, 1631, 1650 (2005).
20 See Peter B. Rutledge, Toward A Contractual Approach For Arbitral Immunity, 39 GA. L. Riv. 151,
165 (2004) (Arbitrators “may also develop reputations with particular types of parties. For example,
an arbitrator may be perceived as ‘industry friendly’ in securities law disputes or being ‘contractor
friendly’ in construction disputes. Through these activities designed to enhance their reputations,
arbitrators generate business in the form of fees and, hopefully, future appointments.”).
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the law firms’ client base.2! NAF, the preferred arbitration provider for JPMorgan
Chase and Bank of America, promises creditors a “marked increase in recovery rates
over existing collection methods.”?? Recently, arbitration provider Judicial
Arbitration and Mediation Services (JAMS) revoked its policy against enforcing class
action bans in an effort to attract more business from creditors who would be
subject to class-based claims.?? Conversely, arbitration providers have no incentive
to please consumers. Most consumers are not even aware that their credit card
contracts require arbitration.?*

Once the arbitration providers are written into credit card contracts, they
must ensure that their client companies are pleased with the results of their
arbitrations, lest they lose business.?5 Our 2007 Arbitration Trap report
documented cases of arbitrators being blackballed by arbitration providers for
ruling against their corporate clients,?® and AAA's annual reports have referred to
the corporations that file arbitrations as its “clients and customers.”27 This
business-friendly approach is highly profitable. NAF’s net income was $10 million
in 2006, an astounding 26 percent profit margin on revenue of $39 million.28

21 See Berner & Grow, supra (“NAF sells itself to lenders as an effective tool for collecting debts. The
point of these pitches is to persuade the companies to use the firm to resolve clashes over delinquent
accounts ... A September, 2007, NAF PowerPoint presentation aimned at creditors and labeled
‘confidential’ promises ‘marked increase in recovery rates over existing collection methods.” At
times, NAF does this kind of marketing with the aid of law firms representing the very creditors it's
trying to sign up as clients.”).

22 See id.

23 See Mike Tomkies and Kathleen Caress, “Jams Revises Procedures On Class Wide Arbitration”, at
http://consuinerfinancelawyers.org/CM/Alerts/Jams-Revises-Procedures.asp (“[JAMS] recently
revised its class action procedure to make clear that it will enforce a class action waiver provision, or
its equivalent, contained in an arhitration agreement unless a court orders the matter or claim to
arbitration as a class action. This revision is a reversal of JAMS' prior policy, which was to decide the
enforceability of class action waivers on a case-by-case basis in each jurisdiction ... Following the
November 2004 policy change, many creditors removed JAMS as a potential arhitrator from their
arbitration provisions. Creditors might once again consider JAMS as a potential arbitration
administrator for arbitration clauses with class action waivers as a result of JAMS’ latest policy
move.").

24 See LAKE RESEARCH PARTNERS, NATIONAL STUDY OF PUBLIC ATTITUDLS ON FORCED ARBITRATION 15 (Apr.
2009) (finding that 64 percent of Americans polled cannot remembher reading about a forced
arbitration provision in Terms of Agreement for goods and services) at

http:/ /www.fairarbitrationnow.org/uploads /Forced%20Arbitration%20Study%20Slides%200409.
pdf.

25 See Sternlight, supra.

26 See, e.g., PUBLIC CITIZEN, THE ARBITRATION TRAP at 30-31 (Describing the case of Harvard law
professor Elizabeth Bartholet, who resigned from NAF in February 2005, citing concern for NAF
ethics and “its apparent systematic bias in favor of the financial services industry.”).

27 See T'estimony of Laura MacCleery, Director, Public Citizen's Congress Watch division, before
House of Representatives Committee on the Judiciary, Subcommittee on Commercial and
Administrative Law, October 25, 2007 at 4.

28 Berner & Grow, sapra.
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It is difficult to overstate the unfairness of a system that forces consumers to
resolve disputes against large corporations in forums that compete to please the
corporations.

B. Forced Arbitration Enables and Creates Incentives to Engage in
Predatory Practices.

Because arbitration companies are not required to respect the law and often
grant creditors’ claims based on exceedingly little evidence,?? forced arbitration
enables creditors and debt collectors to pursue invalid, unlawful debts. For
example, there is little to prevent an arbitrator from issuing an award on a debt that
had passed the statute of limitations, a so-called “zombie debt.” Once that award has
been obtained, the creditor can secure a judgment in court confirming the award—
effectively laundering it into a valid debt. This possibility is deeply troubling when
one considers that as much as $100 billion dollars worth of debt purchased in 2008
was “junk debt” that was not actually due.?® The bulk of zombie debt is from credit
cards.®! Therefore, the original contracts likely contained forced arbitration clauses,
a nearly universal practice among credit card issuers, and debt collectors may be
pursuing roughly $100 billion of unlawful debt in a forum that has a tendency to
rubber-stamp their claims.

Arbitration also makes it easier for debt collectors and creditors to obtain
judgments in cases that are disputed, particularly cases that involve mistaken
identity or identity theft. Our report examined NAF’s credit card arbitrations,
finding that corporations beat consumers almost 94 percent of the time. In one of
those cases NAF ordered a New Hampshire man, Troy Cornock, to pay MBNA
$9,446.85, despite the fact that the man'’s ex-wife had actually opened the account,
and NAF and MBNA had sent all of their correspondence to his ex-wife’s address. 32
MBNA presented the arbitrator with no evidence of a credit card agreement or
credit card receipt with the alleged borrower’s signature on it, but was able to take
the arbitration award to court and secure a judgment.33

Anastasyia Komarova was living in San Francisco in 2005 when she was
notified that NAF had issued an award for $11,214.33 against her for an MBNA
account. It turned out that the MBNA account belonged to a woman with a similar
first name, and that MBNA was aware of the mix-up, but the debt collector that they
hired had proceeded in arbitration and obtained a judgment against her anyway. In
response to this and many other California cases, the San Francisco City Attorney
has filed suit against NAF and Bank of America for “operating an arbitration mill,
churning out arbitration awards in favor of debt collectors and against California

29 Berner & Grow, supra.

30 See Zombie Debt: The Bills That Just Won't Die, ABC Niws, Feb. 28, 2008,
http://abecnews.go.com/GMA/Story?id=4358702&page=1.

31 See Eileen Ambrose, Debt Can Come Buck to Haunt You Years Later, BALTIMORE SUN, May 6, 2007.
32 See PuBLIC CITIZEN, THE ARBITRATION TRAP at 11-12.

38 Id,

%1
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consumers.”34 According to the City Attorney’s office, the case is in the discovery
phase and litigation is progressing slowly. NAF has asserted arbitral immunity from
any lawsuits, a doctrine that ordinarily immunizes arbitrators from claims by the
parties to the arbitration. Bank of America has asserted the defense that all local
consumer protection actions against banks—including this suit involving only
arbitration and no banking laws—are preempted by the Office of the Comptroller of
Currency's exclusive oversight authority of federally chartered banks under the
National Bank Act.?5

C. Forced Arbitration Undermines Existing Law and Stymies the
Development of the Law.

Prior to 1985, statutory causes of action reflecting “important public
policies” were exempt from mandatory arbitration.?® A series of Supreme Court
decisions from 1985 to 1991 reversed that rule.3” Important legal protections are
now undermined because they are subject to forced arbitration—before arbitrators
who are not required to follow the law. Consumer lending laws like the Truthin
Lending Act (TILA), Fair Credit Reporting Act, Fair Debt Collection Practices Act
(FDCPA), Equal Credit Opportunity Act (ECOA), and Credit Repair Organizations Act
(CROA) are all subject to arbitration, leaving them vulnerable to under-enforcement.
Future consumer protection and reform efforts will also be undermined by forced
arbitration. For example, the valuable reforms in the Credit Cardholders’ Bill of
Rights, sponsored by Rep. Carolyn Maloney and Sens. Charles Schumer and Tom
Udall, amend TILA. The provisions of this bill might be skirted or ignored by
lenders, and consumers who are subjected to arbitration will have virtually no
recourse against these violations.

Forced arbitration also hampers the development of the law. The secretive
nature of arbitration, including the lack of a written opinion explaining the
arbitrator’s interpretation of the law and its application to particular facts,
undermines the benefits of transparent public court hearings. Open litigation serves
important functions such as educating the educating the public about potential
harms and providing a record of how the law is being interpreted and applied.
Without this process, the Congress has little way of assessing how laws are applied
and whether improvements are needed. The public also loses the benefit of learning
facts that might spur political or legal reforms.38

34 Sam Zuckerman, S.F. Sues Credit Card Service, Alleging Bias, S.F. CHRONICLE, Apr. 8, 2008 at D-1.
35See 12 C.F.R. § 7.4000.

36 David S. Schwartz, If You Love Arbitration, Set [t Free, 8 NEV. L.]. at 406.

371d.

38 See Jean R. Sternlight, Creeping Mandatory Arbitration: Is It Just?, 57 STAN. L. REV. 1631, 1662-
63 (2005).
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III. Forced Arbitration Proponents Have Failed to Demonstrate That Forced
Arbitration Benefits Consumers.

A. InForced Arbitration, Consumers Win Less Frequently and Are
Awarded Less of What They Seek Than Businesses.

The claim that arbitration is better and fairer for consumers than bringing
claims before a judge or jury rings hollow when it comes from the same credit card
companies that invented practices like universal default and “any time, any reason”
interest rate increases. That these firms would look out for consumers’ best
interests regarding the justice system is simply not credible.

It also defies the evidence. There is no empirical evidence to support the
conclusion thatindividual plaintiffs fare better in arbitration than they do in court.
Our 2007 Arbitration Trap report found that consumers lose an astounding 94
percent of credit card arbitrations before NAF.3? A number of industry-backed
studies have attempted to refute these findings, however, each of these studies
largely suffers from the same three shortcomings: over-counting consumer
“victories”; unreliably small sample size; and complete lack of verifiability.*

The Searle Center study conducted by Professor Drahozal has been touted as
strong, cutting-edge, empirical evidence that arbitration is fair. But there is nothing
new about this study or its findings. First, the study focuses on AAA, which as been
a focus of most industry studies of arbitration.*' One obvious shortcoming is that
AAA handles relatively few consumer cases,*? with banks and other lenders
preferring the services of the notorious “arbitration mill” NAF. Traditionally, AAA
has handled more employment disputes and contractual fights between
companies;* therefore it is hardly representative of the entire arbitration industry.

The Searle Center study is also similar to earlier industry-supported studies
because its overly broad conclusion that arbitration is good for consumers is simply
not supported by its own findings.** The Searle Center study found that consumers
received an award in 53 percent of the cases they initiated and received about 52
percent of the amount they sought in those cases.*> Businesses received an award in
84 percent of cases they brought and won 93 percent of what they asked for in those
cases.#6 This means that businesses received roughly 78 percent of what they

39 See PUBLIC CITIZEN, THE ARBITRATION TRAP at 4.

40 See generally, PuBLIC CITIZEN, THL ARBITRATION DEBATLE TRAP 8-12 (2008) at
www.citizen.org/publications /release.cfim?1D=7589&seclD=1052&catID=126.

41 See David S. Schwartz, Mandatory Arbitration and Fuirness, 84 NoTRE DAaME L. REv. 101, 135-36
(2009).

42 See Berner & Grow, supra (“[AAA] says it handled 8,358 consumer arbitration cases in 2007.”).
43 1d.

4 See PUBLIC CITIZEN, I'HE ARBITRATION DEBATE TRAP at 13-23.

45 See SEARLE CIVIL JUSTICE INSTITUTE, CONSUMER ARBITRATION BEFORE THE AMERICAN ARBITRATION
ASSOCIATION 109 (2009) at http://www.searlearbitration.org/p/full_report.pdf.

46 Id,
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sought compared to 28 percent for consumers. Both in success rates and award
amounts, AAA arbitrations appear to be heavily slanted in favor of businesses.

We are also concerned about the study's reliance on data that comes only
from the company, and is not publicly available. [n a report that we released last
year, Public Citizen attempted to duplicate AAA’s 2007 findings that individuals
prevailed in 48 percent of consumer-initiated arbitrations by analyzing reports it
published as required under California law.#” Unfortunately, we could discern the
victorious party only in approximately 7 percent of the cases.*8 AAA left the
“prevailing party” field—a required disclosure—blank in more than 90 percent of
the cases it had reported.*?

Recently, we analyzed AAA's disclosures to the state of California again,
examining just over 61,000 cases reported since 2004. Of these, more than 45,000
since September 2007 were filed by Midland Credit Management, a Kansas-based
collection agency. AAA arbitrators have provided Midland the precise amount
sought—to the penny—in 87 percent of the cases in which they have issued a ruling.
Overall, AAA has given Midland more than 94 percent of the amounts it has sought.
Midland is notorious for aggressive collection tactics,5? making it highly unlikely
that its claims are consistently fair and accurate.

NAF arbitrators also award creditors nearly all that they request.5! One
former NAF arbitrator reported that NAF provided him with an award form with the
amount sought by the creditor already filled in.52 Arbitration companies also
routinely award exorbitant attorney’s fees in their collection cases. In one case
concerning an alleged debt of $29,000, the debt collector sought “reasonably
anticipated” attorney fees of about $11,000—about one-third of the underlying
debt. The NAF arbitrator awarded the collector a total of $45,773 based on no
evidence other than what was provided by the debt collector. In another case, NAF

47 PUBLIC CITIZEN, THE ARBITRATION DEBATE IRAP at 12.

HId,

97d,

50 See, e,g., Martinez V. Midland Credit Management, Inc., 250 S.W.3d 481 (Tex.App.-El Paso 2008). In
this case, Midland sought $2,077 from a woman named Marina Martinez for a purported debt of hers
that it had purchased. After a trial court granted summary judgment in Midland’s favor, a Texas
appeals court found that Midland had not indicated “in any way” that it had knowledge of the record-
keeping policies of the predecessor businesses from which it had purchased the deht. The appeals
court ruled that “Midland offered no admissible evidence concerning its claim” and dismissed the
trial court’s ruling. In another case, Wahl v. Midlund Credit Management, Inc., 556 F.3d 643 (7th Cir.
2009), Midland tried to collect $1,149 on a stroke victim's credit card account for a card that had not
been used since its balance stood at $66.98. In fact, the card issuer had been so zealous in applying
interest and fees that it pushed the card’s amount due from $66.98 to nearly $1,000 in just four years.
After Midland acquired the debt, it claimed that all $1,149 was “principal” because that is where the
debt stood when Midland took possession.

51 See PUBLIC CITIZEN, ARBITRATION TRAP at 23 (documenting the case of NAF arbitrator Steven
Bromberg, who considered 77 cases on two selected days, and awarded creditors 96.7 percent of the
total ainount requested).

52 Berner & Grow, supra.
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awarded “attorneys fees” of $10,631.62 on an alleged debt of $25,798.16. NAF
awarded the full amount of fees, despite the fact that the debt collector’s request
form was signed by an “arbitration manager,” not an attorney. Attorney's fees of 33
percent are extraordinary for a process that requires no actual attorney work or
documentation and is routinely touted as fast, cheap, and easily navigable without
representation. With arbitration firms like NAF, and now apparently AAA, routinely
awarding them the full amount that they request, with no questions asked, creditors
and debt collectors have scant incentive to treat consumers fairly. In fact, they have
every incentive to gouge consumers, even making illegal claims.

B. Forced Arbitration Reduces Access to Justice.

Arbitration is harmful to consumers because it reduces access to justice. The
argument that it provides people greater access to justice is appealing, but there is
no evidence that one could present to either prove or disprove the point. The win
rates and reduced award amounts mentioned above do not measure the number of
Americans who are deterred from bringing claims in the first place. Any consumer
who consults with a lawyer prior to arbitration will be told that they will face almost
insurmountable odds in arbitration. No lawyer can, in good conscience, accepta
case that they know to be stacked against consumers, and few consumers pursue
claims that legal experts have told them are hopeless.

The blanket argument that all litigation is costly for the individual is
misleading. Many small claims filing fees are quite low. Many federal statutes also
provide for attorneys fees, making it possible for individuals to pay for counsel and
bring claims when they would not otherwise be able to.52

The pricing scheme of arbitration also hinders individuals’ ability to bring
claims. Neither the company nor the arbitration provider has any incentive to make
arbitration cheap or easy. Customers who are angry enough to take a company to
court or arbitration are unlikely to give repeat business to that company, so the
company has no reason to cater to their needs. Arbitration companies seeking
repeat business actually have an incentive to charge higher prices to satisfy the
corporations that write them into form contracts.5* Competitive arbitration pricing
is an anathema to the primary purpose of arbitration provisions for large
corporations, which is stopping any form of dispute resolution.55 Since large

55 F.g., Civil Rights Act of 1964, 42 U.S.C. § 2000e-5(g)(2)(B)(i); Fair Debt Collection Practices Act,
15 U.S.C. § 1692Kk(a)(3).

54 See Cary Ichter, The Special Master Solution To The Hall Street Blues: The Use Of Special Muasters As
An Alternative To Arbitration, METRO. CORPORATE COUNSEL, Jan. 2009 at 15 (“Dispute resolution
providers have little interest in introducing competitive pricing or any other mechanism to reduce
transactional costs of dispute resolution because their principle business sources—the companies
that write the arbitration clauses—benefit from higher transactional costs. The higher the
transactional cost of arbitration, the lower the probability that arbitration claims will be asserted
against them.”).

55 See id.
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companies can easily afford any costs that they might be forced to pay, the high-
priced fee structure of arbitration only serves to deter individual lawsuits.

Our 2007 report compared the costs, excluding attorneys fees, associated
with an arbitration proceeding and a court case involving the same issues and the
same termite company. The parties in arbitration incurred $24,000 in costs, as
compared to $563 paid by the party who took her claim to court. In securities
arbitration, securities firms use costly motions to dismiss against individual
investors. The Financial Industry Regulatory Authority (FINRA), the private
securities regulatory body, recently placed a limit on the number of motions to
dismiss that a party can file, in order to prevent companies from repeatedly filing
such motions to run up arbitration costs.5¢ The pricing structure of arbitration is
clearly structured to favor large businesses over individuals.

Unreasonable arbitration fee structures can be particularly useful to
manufacturers of low-cost consumer products. Take the example of the computer
manufacturer Gateway, whose arbitration clause employed a fee schedule that
required a $2,000 nonrefundable up-front payment plus a loser-pays requirement
for the prevailing parties filing fee and attorneys fees.5” Under this “heads I win,
tails you lose” structure, a consumer with a defective computer would have to pay
$2,000 even if successful, and at least $4,000 (plus attorneys fees) in the event that
they lost. Since most computers cost less than $2,000, it’s hard to imagine a scenario
in which consumers would have an incentive to participate in arbitration.

The cost of arbitration is less important in some cases. Certain high-
probability, low-magnitude harms, like overcharging fees on credit cards and other
consumer products, 58 can be challenged only through consumer class actions.5 In
industries where these high-probability, low-magnitude harms are more likely to
occur, arbitration clauses often provide that the corporation will pay all or part of
the arbitration fees, but include a prohibition on consumer class actions. Companies
include the fee provision to make the class action ban appear reasonable.) By
banning class actions, consumer service providers, like credit card companies, deter

56 See Suzanne Barlyn, SEC OKs Changes to Motion-1o-Dismiss Rule, WALL STREET J., [an. 8, 2009 (“Finra
has received complaints that parties—most often securities firms—were filing dispositive motions
routinely and repetitively, causing increased costs for claimants, who are typically retail investors,
according to a statement.”).

57 See Jeff Sovern, Toward a New Model of Consumer Protection: The Problem of Inflated Transaction
Costs, 47 WM. & MARY L. REV. 1635, 1649-50 (2006) (citing Brower v. Gateway 2000, Inc., 246 A.D.2d
246 (1998)).

58 See Bar-Gill & Warren, supra, at 77; see also Ross v. Bank of America, N.A, 524 F.3d at 224 (2008)
(“[A]ctions that result in significant aggregate revenue to the banks (concerning, e.g., late fees,
overlimit fees, foreign transaction fees, APR, etc.) generally harm individual consumers in only small
amounts[.]”)

59See Scott v. Cingular Wireless, 161 P.3d 1000, 1005 (Wash. 2007) (“As we have noted before, when
consumer claims are small but numerous, a class-based remedy is the only effective method to
vindicate the public's rights.”).

60 See P. Christine Deruelle & Rohert Clayton Roesch, Gaming the Rigged Class Arbitration Game: How
We Got Here and Where We Go Now—Part II, METRO. CORPORATE COUNSEL Sept. 2007 at 5.
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consumers from bringing claims that are feasible only if brought on a class basis.®!
They have effectively immunized themselves because, as Judge Richard Posner has
said, “[t]he realistic alternative to a class action is not 17 million individual suits, but
zero individual suits, as only a lunatic or a fanatic sues for $30.”62

The disincentives to arbitrate must be strong because consumers rarely file
arbitration claims. Between 1998 and 2000 only four consumers filed arbitration
claims against the credit card company First USA, compared to 51,622 arbitration
claims filed by First USA against its consumers.53 Our 2007 report found that
consumer brought only 118 claims out of 33,948 credit card arbitrations before the
NAF between 2003 and 2007.6* The number of consumer claims is likely to
decrease even further as the economy continues to sour and the cost becomes even
more prohibitive.

C. Forced Arbitration’s Purported Speed Is of Little Value to Consumers,
and Arbitration May in Fact Be Slower than Court.

Forced arbitration proponents argue that arbitration is faster for consumers
than court. This speed harms consumers when arbitrators act as nothing more than
a rubber stamp for companies and consider around forty cases in one day.65 NAF
boasts to its corporate clients that the procedural “flexibility” of arbitration can be
used to their advantage, advising them that they may request stays and dismissals of
actions to “control process and timeline.”®® None of this provides efficiency benefits
to consumers.

Moreover, there is some reason to believe that the arbitration process may
take longer than court proceedings. Industry arbitration studies routinely count
settlements and dismissals in arbitration to pad the supposedly consumer-friendly

61 See Bar-Gill & Warren, supra, at 78 (“The widespread inclusion of arbitration clauses in standard
credit card contracts inoculates lenders against the possibility of class action lawsuits, which would
otherwise change the economics of pursuing debtor's rights.”); see also Scott, 161 P.3d at 1007-08
("We... conclude that since this clause hars any class action, in arbitration or without, it functions to
exculpate the drafter from liability for a broad range of undefined wrongful conduct, including
potentially intentional wrongful conduct[.]”). Ironically, consumer service providers actually disfavor
arbitration when it is conducted on a class hasis. See Eisenberg, Miller & Sherwin, supra, at 884
(finding that 60 percent of consumer contracts that contained mandatory arbitration clauses voided
the arbitration clause if the arhitration process allowed for classwide activity); see also Christine
Deruelle & Robert Clayton Roesch, Gaming the Rigged Class Arbitration Game: How We Got Here and
Where We Go Now—Part I, METRO. CORPORATE COUNSEL Aug. 2007 at 9 (“Recent developments in class
arbitration law have left ‘defendants with the worst of all worlds—the threat of a class action in a
forum without the procedural, evidentiary and appellate protections available through the judicial
process.”).

82 Carnegie v. Household Int'l, Inc., 376 F.3d 656, 661 (7th Cir. 2004).

83 Sternlight, supra, note 8, at 1655.

64 PUBLIC CITIZEN, ARBITRATION TRAP at 15.

85 See id, at 23 (documenting the case of NAF arbitrator Steven Bromberg, who considered 77 cases
on two selected days, finding for credit card company MBNA in 76 of those cases).

6 Berner & Grow, sapra.
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outcomes.%? But industry studies comparing case lengths omit settlements and
dismissals in litigation.68 Settlements and dismissals are final dispositions, and they
should be counted along with cases resolved at trial. Additionally, one study simply
excluded the arbitrations that were longest in duration: a 2003 study of 998 AAA
employment arbitrations filed in 1999-2000 omitted the 632 arbitrations that were
decided after 2000.5° Essentially, this study removed all of the slowest cases
because they were taking too long, and only measured the fastest third of the cases.
When one considers all of the cases that are filed and all of the venues in which they
are filed, such as small claims courts and administrative bodies, there is reason to
believe that non-arbitral forums may actually be quicker than arbitration.”

D. Arbitration Raises Costs for Consumers Rather Than Lowering Them.

Many businesses argue that they will be forced to impose additional costs on
consumers if Congress curbs forced arbitration. But during the period when forced
arbitration proliferated throughout the credit card industry, fees and interest rates
only increased.”? Moreover, consumer class actions, which forced arbitration
prevents, have demonstrably reduced costs for consumers by forcing credit card
issuers to reduce fees.”2

We have seen arguments like this one before, in which businesses have
argued that a so-called “tort reform” measure—and forced arbitration is undeniably
a “tort reform” mechanism—would result in reduced costs for goods and services.”
They were wrong then as well. For example, sponsors of several “tort reform” bills
in Texas in the late 1990s alleged that the legislation saved consumers and
businesses $3 billion in insurance premiums. Data actually shows that insurance
premiums were not significantly reduced by the legislation, and insurance
companies’ profits increased due to a $600 million reduction in costs from a
combination of the legislation, safer driving, and safer cars.”> The Congressional
Budget Office has estimated that other proposed medical tort reform measures
would have a negligible impact on medical costs.”® The same report found that

67 See PUBLIC CITIZEN, THE ARBITRATION DEBATE TRAP at 13-23.

8 David S. Schwartz, Mandatory Arbitration and Fairness, 84 NOTRE DAME L. REV. at 163.

59 Id, at 164.

70 Id, at 164-65.

71 See supra § 1.

72 See Public Citizen, Six Common Transactions That Cost Less Because of Class Actions (Aug. 30, 2003),
at http://www.citizen.org/congress/civjus/archive/classaction/articles.cfm?1D=10278.

75 See, ey., Letter from Bruce R. Justen, Executive Vice President, United States Chamber of
Commerce, to United States Senate in Support of the Class Action Fairness Act, July 6, 2004 at
http://www.uschamber.com/issues/letters/2004/040706classactionfairness.htm (“This legislation
is needed because of the significant increase in national class action lawsuits filed in state courts ...
have significant adverse effects on our economy such as higher prices for goods and services[.]").

74 See Richard A. Oppel Jr. & Jiin Yardley, Bush Calls Himself Reformer; the Record Shows the Label May
Be a Stretch, NY TIMES, Mar. 20,2000, at A16.

75 See id.

76 See CONG. BUDGET OFFICE, LIMITING TORT LIABILITY FOR MEDICAL MALPRACTICE 6 (2004) (“Malpractice
costs amounted to an estimated $24 billion in 2002, but that figure represents less than 2 percent of
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“many reported reductions in supply by health care providers could not be
substantiated or ‘did not widely affect access to health care.””” These experiences
cast doubt on the reliability of claims that prohibiting forced arbitration in
consumer contracts would raise consumer costs.

Arbitration is cheaper for one group: businesses. The problem for Americans
is that they can’t afford not to fight back against predatory practices, but they also
can’t afford to go to arbitration. Between high costs, bans on consumer class
actions, and pro-corporate bias, there is no justice in the fine print for individuals
when an arbitration clause is included in their credit card contracts.

1II. The Solution: Ban Forced Arbitration.

Advocates of forced arbitration paint advocates of voluntary consumer
arbitration as “anti-arbitration.” This is simply not the case. We object to the unfair
practice of forcing people into arbitration as a condition for service, before any
dispute has arisen. We support the Arbitration Fairness Act, sponsored by
Representative Hank Johnson and Senator Russ Feingold,”® which would give
consumers a meaningful choice between going to arbitration or court. Industry-
funded studies that attempt to show benefits of forced arbitration are deeply flawed,
and they are a distraction. Common sense says that forced arbitration is unfair. Ifa
particular type of arbitration were truly good for consumers, then corporations
shouldn’t have to force it on them.

Indeed, prohibiting corporations from forcing consumers into arbitration is a
market-based solution: When consumers can choose whether to arbitrate, and
where, arbitration companies must compete for their business. When arbitration is
post-dispute—and therefore voluntary—arbitration companies must offer a fair
process that both parties would choose willingly.

overall health care spending. Thus, even a reduction of 25 percent to 30 percent in malpractice costs
would lower health care costs by only about 0.4 percent to 0.5 percent, and the likely effect on health
insurance premiums would be comparably small.”).

771d. at 7.

78 H.R. 1020; S. 931.
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Mr. CoHEN. We will now begin the questioning, and I will begin
by recognizing myself for 5 minutes.

Mr. Donovan, in your prepared statement for this hearing you
offer several recommendations for Congress to consider to protect
credit cardholders. One of these is no mandatory arbitration either
for consumer claims or for collection against consumers. Why do
you suggest that and how has the credit card industry used manda-
tory arbitration which would lead you to this recommendation?

Mr. DoNOVAN. Thank you for your question, Mr. Chairman.

Three reasons I suggest that. First, this Congress has wisely
looked at the exact same question with regard to credit extended
to our service members. This Congress has wisely determined that
for credit extended to our service members you should outlaw arbi-
tration because the process, as portrayed and exercised with regard
to service member credit, is unfair and it is unwise to force service
members to go through biased arbitration.

This Congress has also looked at the exact same question when
it came to car dealers dealing with car manufacturers, franchisees
dealing with franchisors. This Congress has looked and said, look,
a car dealer is a smaller operation. It is usually a mom and pop,
a small business operation, and it cannot defend itself or fight off
mammoth car manufacturers who dictate what the terms of the
franchise agreement is going to be. So this Congress wisely, I be-
lieve, Republicans and Democrats alike, have determined that you
should outlaw arbitration between car dealers and car manufactur-
ers.

What are the bases of those two decisions? The bases of those
two decisions is that this Congress determined that arbitration is
unfair when you use—when the stronger party has an unfair ad-
vantage over the weaker party.

The second point, arbitration is doubly unfair when you are talk-
ing about small claims. The claims involving credit cards are ordi-
narily claims relating to payment processing practices, late fees,
over limit fees, or a misapplication of payments for an unfair
change in terms.

Those are generally small cases, generally not in excess of a cou-
ple of hundred dollars at most. Almost no consumer can find a law-
yer or has any wherewithal or ability to map themselves through
an unfamiliar arbitration process. So what you need is you need a
system in which you have lawyers and advocates who are able to
weed through the good from the bad cases and bring the good cases
and not pursue the bad cases, and what happens is the class action
does that.

Third reason, merchants are also subjected to arbitration clauses.
Mr. Issa pointed out that he was a business owner. The business
owners here have also been subjected to unfair arbitration clauses.
Merchants have agreements with all the credit card issuers.

In fact, one of the biggest class action plaintiffs in the bigger
credit card class actions in the United States was Wal-Mart stores.
It was a representative plaintiff in a class action. It brought that
class action and settled it for $3 billion. That is a major manufac-
turer that will now be exposed to unfair arbitration terms foisted
upon it by the credit card industry because it is going to be forced
to pay unfair merchant fees that can change at any time.
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So not only do ordinary consumers need the Arbitration Fairness
Act to be enacted, but also every entrepreneurial decent business
in the United States needs the Arbitration Fairness Act to be
adopted and changed.

Thank you.

Mr. CoHEN. Thank you, sir.

Professor Frankel, are there alternatives to mandatory binding
arbitration less than the bill that are under consideration that you
think might be offered that would be fair to consumers and busi-
nesses both?

Mr. FRANKEL. One alternative that I think is a good alternative
is the one proposed in the Arbitration Fairness Act which would
make post-dispute, voluntarily agreed to arbitration where both
parties, after the dispute, decide they want to arbitrate. That is one
alternative. That creates an opportunity for greater fairness, for
not having specific terms foisted upon it. That really is a voluntary
agreement.

And I think there is a big difference, as you can tell from I think
most companies’ own behavior, that they see a big difference be-
tween voluntary arbitration and forced arbitration. Most companies
that negotiate arm’s-length contracts with other companies don’t
put arbitration clauses into these contracts. Where they do use ar-
bitration clauses is in where they have a chance to do it unilater-
ally against consumers.

Mr. CoHEN. Thank you. My time has expired; and I now yield to
the Ranking Member, Mr. Franks, for questions.

Mr. FRANKS. Well, thank you, Mr. Chairman.

Professor Drahozal, the second phase of the study that you have
been working on will specifically examine the relative merits and
demerits of arbitration and class actions. That is kind of the bottom
line for the specific topic of today’s hearing. When do you expect
your study to be complete, and what specific questions will you re-
search?

Mr. DrRAHOZAL. Well, the important part of the second phase will
be looking at how our results compare to other comparable cases
in the court system. You can’t really evaluate whether something
is fair on its face simply by looking at what happens in arbitration.
So what you have to look at is how it, arbitration, compares to
other court cases.

I was actually doing some preliminary reading on that question.
Which we have a while to go, unfortunately, before we will have
final resolution. But I came across a study that found that corpora-
tions won 90 percent of their claims against individuals, and indi-
viduals won 50 percent of their claims against corporations, which
looks a lot like our results from arbitration.

What was interesting is that was a study of Federal court diver-
sity cases, which are large claims, not in arbitration. And you get
very similar results. Now, we will focus on sort of comparable
claims, which typically are smaller claims, but I sort of anticipate
finding similar sorts of things.

Other aspects of what we will do in the second phase will be, as
you say, look at the extent to which class actions are potential sub-
stitutes or comparable cases for arbitration claims. Presumably
looking at the cases that, as Mr. Arkush pointed out, were after the
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time period that we were studying in the initial phase. I wish I
could promise a date by which that will be done. My dream date
is realistically the end of the year. I mean, this is sort of very in-
tense data collection and then writing. We will have to see.

I had the benefit this year of being on sabbatical to do the first
phase. I will be back teaching next semester and will have com-
peting demands on my time. That is my hope.

Mr. FRaNKS. Well, thank you.

I suppose, just from a common sense perspective, that doesn’t
surprise me a great deal, you know, that businesses, before they go
after one of their customers, they are going to probably want to
have a pretty strong case; and that they would win 90 percent of
those doesn’t surprise me at all. So what you say makes sense.

I guess my concern is that if we put this where class actions are
the main—you know, the main mechanism for solving these things,
it is a little like the old statement that, you know, a lot of times
lawyers challenge two people to strip for a fight and then they steal
their clothes. And it is a difficult situation to deal with.

So let me ask you, how do you answer Public Citizens’ criticism,
Mr. Arkush’s criticisms there of your study? How do you respond
to that?

I want to give you an opportunity because he took your name in
vain in some pretty significant ways there.

Mr. DrRAHOZAL. Mostly, it was a sort of fair debate, I would say.
I do not feel slandered in any way, shape or form.

The main response, again, is to some extent the one I just gave,
which is—well, first of all, it seems to me the AAA results—while
I agree that that is one provider out of several—are certainly rel-
evant to the debate. We cannot focus on just one provider, like the
National Arbitration Forum to the exclusion of others.

What is interesting about the AAA consumer database or con-
sumer claims is, in our sample, there was a much higher propor-
tion of claims brought by consumers. So, if we really want to see
how consumers do when they bring claims, we really need to look
at not just the NAF, but also at the AAA, which is what we are
able to do.

The second point is the second phase of the study, that to really
understand what our results mean from the first phase, we cannot
just look at the numbers and say 90 percent is bad, and that is all
we need to know; we need to have something to compare it to.

Mr. FRANKS. Do you have any methodological or other flaws that
you would point out or opine resulted to Public Citizen study of the
credit card arbitration in California?

Mr. DrAHOZAL. Well, there certainly are some disputes, and I
have not studied the NAF in the same way that I have studied the
American Arbitration Association, so I cannot sort of talk about
what exactly the practices are.

Looking at the empirical results, there is a dispute about how
you treat settlements, for example. I mean settlements benefit the
consumer, so they should be seen as sort of a, quote/unquote, “win”
for the consumer.

My main comment on Public Citizen’s study is the interpretation
of the data, and again, it is the same point: Even if businesses win
90-plus percent of the time, that does not necessary mean the proc-
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ess is unfair. Again, this is part of what we are going to be doing
in the next phase of the study, but if you look at studies of small
claims courts, which involve business debt collection, it looks amaz-
ingly like the way the Public Citizen describes the NAF arbitration.
Businesses almost always win; the consumers almost never show
up. So this is not a problem with arbitration.

Again, we may find out differently in the next phase, and so to
that extent, I reserve judgment; but from what I have seen so far,
the problem is not with arbitration. There may be issues with debt
collection—I mean, if consumers, in fact, owe the money, it is not
surprising they do not show up, for example. So I think a lot of this
hals tg do with the type of claim rather than the process that is in-
volved.

Mr. FRANKS. Mr. Chairman, the light is red. Thank you.

Mr. CoHEN. Thank you, Mr. Franks.

I now recognize the distinguished vice Chairman from the Bay
State and former prosecutor, Mr. Delahunt.

Mr. DELAHUNT. Well, thank you, Mr. Chairman, for that rather
generous introduction.

I just have one question, and I apologize for being tardy, but we
always hear how different approaches will save the consumer
money. For example, arbitration will lower the litigation cost, and
that i1s, as a result, a savings that is passed on to the consumer.

Is there any data to support that, Mr. Arkush, or is that just
simply, you know, credit card industry-speak?

Mr. ARKUSH. If it is not nothing more than credit card industry-
speak, it is barely more. I mean, we have seen no data to support
that claim, and in fact, there are plenty of data points that indicate
the opposite.

During this same period of time when arbitration—when the
practice of forced arbitration proliferated throughout the credit
card industry, the industry was raising fees and raising penalty in-
terests, basically erecting all of the tricks and traps that that in-
dustry now uses. And the full House of Representatives just acted
to ban some of those practices this past week.

Mr. DELAHUNT. Professor Frankel.

Mr. FRANKEL. I agree. The only thing that I would add is that,
in some way, you could actually perceive it as raising costs on the
consumer because the consumer’s credit card, to some extent, is
less valuable. The more time that they have to spend monitoring
credit card companies because they do not have litigation as a
forum, the more care they have to take. So it reduces the value of
their card at the same time that credit card companies are charg-
ing the same price.

Mr. DELAHUNT. Professor Drahozal.

Mr. DRAHOZAL. I would love to be able to do that study. It is real-
ly difficult to do.

The way that I think about this issue is: What would happen if
arbitration—if credit card companies could not use arbitration? My
prediction would be that prices would probably go up, that interest
rates would go up; and what that suggests to me is, by using arbi-
tration, implicitly the interest rates have gone down.

Again, that is in just sort of a rough sense. I cannot cite empir-
ical studies.
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Mr. DELAHUNT. Right. There is no data.

I remember during the hearings that we had on the so-called
“bankruptcy reform act” that we were told that an average family
would save somewhere in the neighborhood of $400 a year if we
passed that particular legislation.

I have not seen that kind of savings, have you, Mr. Arkush?

Mr. ARKUSH. No, we have seen nothing like it. In fact, we get
these types of claims repeatedly on not just bankruptcy issues, but
on any sort of so-called “reform” of the justice system. You fre-
quently see claims that costs will be passed on to consumers, and
they are never—as far as I can tell, they have never been borne
out by the evidence.

In fact, what we can really expect is restoring a robust system
of accountability and liability for bad practices. That is what would
reduce costs for consumers.

Mr. DELAHUNT. Mr. Donovan.

Mr. DoNovAN. Congressman, let me build on that very point.

We have to understand that the credit card industry, much like
the subprime lending industry, is structured based upon a
securitization product. Almost all of the credit card receivables are
securitized. To the extent that the investment community does not
have confidence in that securitized product because people are
using arbitration to hide their bad practices, that increases costs.
ISt increases expenses. It increases credit throughout the United

tates.

The industry right now has used arbitration falsely, in a lie, to
say costs will go down when, in fact, costs will go up directly be-
cause of arbitration, because it hides material information from in-
vestors as well as from consumers. And there is no doubt that it
hides material information; the whole idea of arbitration is to be
secret so that nobody else catches on to the fact that you are com-
mitting bad practices.

Mr. DELAHUNT. I can remember this one statistic, and I think it
occurred maybe in the late 1980’s-early 1990’s, where the Federal
funds rate went down to about 3 percent, and yet the average in-
terest rate of a credit card was around 14 percent. It did not go
down. It never seems to go down. There never seems to be a sav-
ings for the consumer.

Now, I can understand that, you know, there is a marketplace,
but when the marketplace is—really, the construct of the market-
place is, at best, an adhesion contract. And it does not just stop
there, because it is not just the individual consumer who is hurt.
What we saw with subprime lending was that an entire global
economy is put at risk. So, if we do not address these issues from
a public policy perspective, we put the free marketplace at risk.

Does anyone want to comment on that?

Mr. DONOVAN. I just want to second that. I think that is exactly
right.

The reality of it is that the securitization product here is out
there, and it is trading now. To the extent that there are issuers
who are engaged in bad practices and those things are disclosed,
that securitization product then plummets. That requires banks to
increase their reserves, that requires investors to buy credit default
swaps, and that increases the direct costs that the banks—and we
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see this evidenced right now. Every one of the banks in the United
States is now increasing their fees on credit card consumers, and
they are doing that because they know that they have now been
caught and that they have to increase their reserves.

So arbitration will permit them to continue that bad practice in
order—and then when it finally comes to the fore, the
securitizations will fall, and that will undermine another part of
the credit market that we already saw undermined with the
subprime lending market. So, to support the free market system,
one should outlaw arbitration.

Mr. DELAHUNT. Mr. Chairman, I thank you for the time. And I
think that Mr. Donovan speaks with a sense of urgency, and I
would hope that Mr. Johnson’s bill might be considered for a mark-
up in this particular Subcommittee.

With that, I yield back.

Mr. COHEN. Thank you, Mr. Delahunt.

I now recognize Mr. Coble from the State of North Carolina,
ghose national champions are being honored today on the House

oor.

Mr. CoBLE. Thank you for that unsolicited endorsement, Mr.
Chairman. I appreciate that.

The Jay Hawker may not like that idea, though.

Mr. DRAHOZAL. Yes. We can talk about that afterwards.

Mr. COBLE. Professor Drahozal, in my opening comments, I indi-
cated some thought that maybe these arbitration matters are bi-
ased, either on the one hand to the benefit of the credit card com-
panies, or on the other hand to the benefit of the consumers. Any
kind of comment on that?

Mr. DrRAHOZAL. Certainly, in the study that we did—I mean, a
sort of common concern, which has been expressed by various
members on the panel and by the Committee, is the idea that arbi-
tration may favor repeat businesses over nonrepeat businesses. The
study that—there have been a number of studies looking at that
type of bias of the arbitration process. Typically, what we have find
is, under some measures of repeat businesses, there was no evi-
dence, there was no statistically significant evidence of any sort of
bias or of any difference in result.

With other measures, we found some evidence that repeat busi-
nesses fare better than nonrepeat businesses, but the reason for
that was that the repeat businesses were more sophisticated at
handling disputes, that the evidence suggested that they tend to
settle disputes more readily than nonrepeat businesses, and they
settle the strong claims against them, which means what is left to
litigate are the weaker claims such that they then tend to do bet-
ter. But it is not evidence of bias; that it is really just evidence of
different claims-handling practices.

Mr. CoBLE. I thank you, sir.

Professor Frankel, do you have any empirical or supported rea-
son to believe that the State courts would be able to provide trials
to the countless single plaintiff or class action plaintiffs who will
show up on their doorsteps if the credit card and other consumer
arbitration are eliminated? Any idea on that one way or another?

Mr. FRANKEL. Let me make sure I understand your question cor-
rectly.
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I think, if consumers were allowed to go to court, there might be
class act—there might be some class actions that proceed in State
courts; and I think State courts are perfectly qualified—that State
court judges are perfectly capable of handling those class actions.

Mr. CoOBLE. I am concerned that perhaps a plaintiff may not be
entitled to a class action. He may not be able—Mr. Donovan, do
you want to weigh in on this either way?

Mr. DONOVAN. Congressman, I think I understand your question,
and that is, if you have an individual case that is unique and that
is not suitable for a class case—and there are thousands and thou-
sands of those. The reality of it is that those individual cases are
almost always filed very quickly in small claims courts, small
claims courts handle them. And almost always the credit card
issuers will settle those fairly quickly because they do not want to
hire counsel to appear in small claims courts; and you get them re-
solved.

By contrast, Congressman, with the National Arbitration Forum
specified in the contract, the credit card companies uniformly
refuse to settle. Why? Because they own that forum, that is why.
That is why they put it in the contract, and they will fight those
cases.

So what happens is, arbitration prevents settlement, it prevents
dispute resolution, and it is, in fact, counterproductive at least in
the credit card contract.

Now, for class cases, you know, class cases are unique. You need
a common question, a common, uniform practice. They are particu-
larly suitable in the credit card industry because it is almost all
computer program. If it happens to one, it happens to all the credit
cardholders; and they are particularly suitable for payment proc-
essing problems.

I think I discussed one of the biggest things, and I am sure your
constituents have this problem; they say, “Hey, I sent the payment
in 2 weeks ago.” They did not credit it, and they imposed a late
fee on me. Well, what is happening is, many times, these credit
card companies will change the P.O. Box address where you are
supposed to send the payment without telling anyone, and yet they
impose the late payment still.

Guess what? Anybody can complain. They could say, “Hey, look,
you never told us that the P.O. Box has been changed; you should
credit me the late payment.” They say, “No, we are not crediting
you a late payment.” What do you need? You need a class action.

Mr. COBLE. My time is about to expire, Mr. Donovan. Let me ex-
tend this to Mr. Arkush.

Mr. Arkush, I have generally the same question: If we eliminate
mandatory binding arbitration, it seems to me the hordes of credit
card customers will either not qualify for class action, as we just
indicated, or will not be able to afford counsel in their individual
cases; and if I am on the right track, these people may well be de-
nied justice.

What does Public Citizen say about this?

Mr. ARkUSH. If we have a well-functioning small claims system,
then people can go there without being able to afford counsel.
Those same people you are describing right now are getting no jus-
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tice from forced arbitration. As I said, in 34,000 NAF cases, only
118 were brought by consumers.

The other thing that is important to realize here, I think, is that
an important value that we get from being able to hold a company
accountable in court is deterrence of bad practices. So one answer
to what happens to, you know, the supposed flood of cases that
would go into the civil courts is, there would be fewer cases; there
would be fewer disputes because the companies would know that
they could be held liable, and they would, therefore, act better to
avoid liability.

Mr. CoBLE. Well, thank you, gentlemen. My time has expired.

I yield back, Mr. Chairman.

Mr. CoHEN. Thank you.

I recognize the gentleman from Georgia, Mr. Johnson, for 5 min-
utes.

Mr. JOHNSON. Thank you, Mr. Chairman.

I would like to hear some discussion about why a public pro-
ceeding, as opposed to a secret proceeding like you have in arbitra-
tion—why it is important for the freedoms that we hold dear under
our Constitution.

Also, you know, this secrecy with respect to publishing a cal-
endar so that the public—if it were not a secret proceeding, the
public would be able to, you know, just for the heck of it, decide
I am going to go just like I am going to go watch this civil trial
in court. You cannot do the same thing in arbitration.

So I would like for you all to talk on that; also, the issue of man-
datory rules procedurally; also the application of substantive law,
the requirements or lack thereof in the secret arbitration process.

Lastly, there are some who believe, including myself, that there
is really no meaningful right to appeal any decision that is made
by these arbitrators. I will say that I am a big fan of all forms of
alternative dispute resolution, including mediation, including arbi-
tration and any other processes that are available, but I just firmly
believe that those should—that those selections should be made
after the dispute arises and not before the dispute arises.

So could I get some response, please?

Mr. DoNOVAN. Congressman, maybe I am one of the few class ac-
tion trial attorneys in the country, but I have had the honor of try-
ing four class actions in the last 4 years, successfully each time,
and I can tell you this. The need to have—there is a psychological
benefit that is a civic benefit as well to people believing that they
obtained justice in a public way; and it happens not just for the
plaintiff who may succeed, but it is also for the defendant and for
the members of the jury.

It is remarkable how empowered and important and good they
feel about being part of the American fabric and of the American
community by participating in what is, in essence, the most Amer-
ican thing you can participate in, and that is a jury trial. Even if
you lose, I think everyone comes out of a jury trial feeling that,
Well, look, I got a fair shake; I got a fair chance at justice. And
this is, in essence, the American dream to present your case and
to hear it and have it judged fairly with an American jury.
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With respect to how that contrasts with what has happened in
arbitration, I think the proof is in the pudding that arbitration is
so—let me start with this, sir:

I, too, believe in mediation and in arbitration. In fact, in most of
our cases, we resolve them by using mediators from the American
Arbitration Association, from JAMS; and those are retired judges,
and they mediate and resolve the cases, and we have used them.
The difference is, we have decided to do so voluntarily, and each
side approaches it with that idea, and they work out fine. We pay
for it, and we think we have obtained justice.

However, when that decision has been made in advance, all of
my clients who have experienced that arbitration process have felt
wronged. They have felt disgusted and dirty by the process because
that forced arbitration is not American. That forced arbitration is
a perversion of justice, and the proof is in the pudding.

There are some instances in which courts have ordered cell
phone companies and credit card companies to proceed in arbitra-
tion on a class-wide basis. In fact, I have had several cases where
a court has said, Okay, you can go to arbitration, credit card com-
pany, defendant company, but you are going to go to arbitration on
a class-wide basis—in other words, the arbitrator will decide class
certification.

What has the defendant done in every one of those instances?
No, no, no. We waive our right to arbitration. Why? Because they
know that that would be unfair to them, at least in their percep-
tion.

So the whole goal of the proarbitration group is to do one thing,
and that is to deny access to justice to American consumers. That
is the only, sole goal for proarbitration in consumer credit card con-
tracts, to deny access to justice; and I just think that is unpatriotic
and wrong.

Mr. CoHEN. Thank you for your questions, Mr. Johnson.

I now recognize the gentleman from California, Mr. Issa, for 5
minutes.

Mr. IssA. Thank you, Mr. Chairman.

I will try to get the name right. Professor Drahozal.

Mr. DRAHOZAL. Very good.

Mr. IssA. Last week—or actually, I guess it was last week at this
point—we passed a reform bill out of the House overwhelmingly,
that included changes as to whether contracts could, in fact, be
changed at will.

Are you familiar with the legislation leaving the House?

Mr. DRAHOZAL. I know of the legislation. I cannot claim to be fa-
miliar with it.

Mr. IssA. Well, would you say that it was consistent with limita-
tions that we can place on government or, as government, on the
private sector to say that a contract that is to be changed must be
changed with notice and that that might have been a reasonable
reform that would have responded to some of the other witnesses’
statements that they made earlier, that this was an outrageous
trend to sign binding arbitration and to have changes made with-
out notice?
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Mr. DRAHOZAL. Certainly—I mean, to the extent the concern is
that consumers do not know what is happening, a notice require-
ment would be a direct response to that, absolutely.

Mr. IssA. So, looking at binding arbitration changes versus
changes in what we allow to be in the contract or in the fairness
of contract in the first place, which would you prefer that we do,
since it appears as though we have bills for both?

Mr. DRAHOZAL. Yes. I mean, given my role with the Searle task
force, I am not really in a position to state a preference for what
you all should do.

Clearly, there are alternatives to getting rid of consumer arbitra-
tion, through pre-dispute or otherwise. Altogether changing notice
provisions would be one. I know Senator Sessions has, in the past,
introduced a bill that would set out various procedural require-
ments to be followed in a consumer arbitration.

I mean, the other alternative, frankly, is that courts do actively
police these, in particularly, class arbitration waivers. It is sort of
striking. Increasingly courts are—when they are troubled by those
sorts of clauses, stepping in and holding them unconscionable or
otherwise unenforceable.

So there are other—I mean, we are not sort of comparing an any-
thing-goes system to getting rid of predispute arbitration clauses.
There are other, sort of intermediate steps.

I guess the final thing, just to mention briefly, is that at least
some arbitration providers, like the American Arbitration Associa-
tion, which is part of what we focus on in our study, have their own
private fairness standards, which are similar anyway to the ones
that were in Senator Sessions’ bill, which they do effectively apply.

Mr. IssA. Thank you.

Mr. Donovan, you know, you probably are a plaintiffs’ trial law-
yer.

Mr. DONOVAN. Yes.

Mr. Issa. So I will not call you a hostile witness, but I will say
you are predetermined to give certain answers and, perhaps, fair
to give others.

If, in fact, we were to eliminate the preemption, the Federal pre-
emption that we are dealing with and allow the States to each have
authority over credit card disputes, would you generally favor that
as a plaintiffs’ trial lawyer?

Mr. DoNOVAN. Well, you are talking to the lawyer who argued
Smiley v. Citibank before the United States Supreme Court, and
that was, of course, the case that said that, contrary to 190 years
of history, late fees will now be deemed interest, because the OCC
redefined “late fees” to be interest so as to preempt every State’s
law that limited late fees.

No. No. I think, with regard to credit card contracts, that it is
appropriate to have a certain amount of uniformity under the
Truth in Lending Act and certain centralized regulation.

What is wrong is for the Federal Arbitration Act to basically na-
tionalize 50 States’ laws and preempt those laws when it comes to
contractual doctrines like unconscionability. Right now, the prob-
lem—and this is the reason why Congress needs to act. You have
certain States that have said, California and the Second Circuit in
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New York have said, Well, these certain provisions of credit card
arbitration clauses are unconscionable, and they are unenforceable.

You have other States that say, Oh, we are sorry. We understand
you have a very legitimate claim, ma’am, and you have a really
good case, but—and we do not care how unconscionable the clause
is, Federal law preempts.

Mr. IssA. Let me do one follow-up for Professor Frankel.

A hypothetical: If we were to continue to allow States to reach
different conclusions—and let us say that Visa or MasterCard or
both chose not to do business in that State because it became puni-
tive—even if competition came in and set up a one-State credit
card system, would that be in the best interest of commerce to have
essentially 49 States with one system, one with another, and no
way for somebody to take their credit card and traverse the world?

Mr. FRANKEL. I mean, honestly, I do not see a realistic prospect
of that happening. I think—that comes up in every situation, I
think, where there is a request made to have Federal preemption
in legislation that you cannot have this patchwork of different
State laws. But I think the risk of that is more myth than reality,
and there is not really much empirical evidence in that respect;
and I think:

Mr. Issa. Well, Mr. Chairman, if I could just broaden the ques-
tion to anyone who wants to answer it. We have that in insurance,
and insurance companies in many cases do not operate in Cali-
fornia or in other States. So, if we assume for a moment that we
mirror States’ use in insurance and that occurs, is that in the best
interest, from this side of the dais, to allow it to occur?

Anyone who wants to answer on that.

Mr. DONOVAN. The only difference is, in certain respects, Con-
gressman, that does prevent systemic failures, as we saw with un-
regulated insurance companies like AIG and other activities that
are not covered by State regulations. So, in that respect, you will
prevent systemic failures.

In the credit card industry, I do not think it is realistic, because
we do have a fair amount of uniformity in terms of national bank-
ing; and that was a system that was set up after the Civil War and
in the midst of the Civil War.

I think what needs to be prevented——

Mr. IssA. That was before I came to Congress.

Mr. DONOVAN. Yes. Me, too.

What needs to be prevented is this patchwork of arbitration deci-
sions that you are now seeing, where some States are saying that
you cannot have arbitration for credit card contracts and where
other States are saying that you can, so that the person in Texas
gets no justice and the person in California gets all the justice.

And that is what has really happened right now, so Congress
needs to step in.

Mr. IssA. Thank you.

Thank you, Mr. Chairman.

Mr. CoHEN. Thank you, Mr. Issa.

I now recognize the Subcommittee Chairman on criminal law,
the distinguished gentleman from Virginia, Mr. Scott.

Mr. Scort. Thank you, Mr. Chairman.
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My friend from California’s opening remarks mentioned centuries
of jurisprudence, suggesting that credit card issuers may have an
absolute right to these binding arbitration agreements.

Can somebody speak to the centuries of jurisprudence and how
they apply to these claims, especially on adhesion contracts and
antitrust, to demonstrate that we, consistent with centuries of ju-
risprudence, do have the authority to regulate these contracts?

Mr. DoNOVAN. I hate to be hogging the floor, but it is my job,
Congressman. Yes, I can speak to that.

You are alluding to the Second Circuit’s decision in Ross v. Amer-
ican Express where that court has now allowed claims, that the
credit card industry has conspired to all include arbitration clauses
in their agreements, to go forward.

The fact of the matter is that there is a lot of evidence of that,
because I saw the meetings. The lawyers for the credit card compa-
nies would get together at the American Bar Association meetings
and come to agreements on what language they would include in
credit card contracts, and they would all use that same language
in their arbitration clauses. And they all got together and said: Oh,
yes, yes, let us use this; this is good language.

Now, what they are trying to do is to provide, you know, a fine
print opt-out. So, if the consumer receives this 25-page credit card
agreement and does not opt out within 20 days of receiving it, that
will be deemed consent to participate in arbitration. I mean, how
silly is that?

I mean, that is ridiculous, but that is what—we are talking about
people who are paid hundreds of thousands of dollars and who
have earned major league MBAs to see how they can get $30 addi-
tional out of each one of their cardholders, because that brings $30
million to the bottom line this month.

That is what the reality of it is, and that is what they do. They
go to school for it, and they get trained for it, and that is what is
happening.

Now, in terms of 100 years or 200 years of jurisprudence, there
has been 200 years of jurisprudence that has prohibited unfair, un-
conscionable, adhesive contracts. Those are contracts that are of-
fered by the stronger party that take unfair advantage of the weak-
er party.

The definition of an “adhesive, unconscionable contract” is a cred-
it card contract with an arbitration clause. And I am not the only
one who says that; the California Supreme Court has said it, the
Ninth Circuit Court of Appeals has said it. The only court that has
not come out and directly said that is the United States Supreme
Court, and the reason basically is that, until now, it basically has
not had to confront that issue because, to the extent that it ever
gets to that point, the credit card industry is wise enough to say,
Okay, we give up, we settle; here is your $105 million. So that is
basically it.

But the problem, Congressman, is that there are courts that will
enforce these provisions. I mean, the Fifth Circuit enforces arbitra-
tion clauses, the Fourth Circuit enforces arbitration clauses; until
recently, the Third Circuit Court of Appeals, my own court in
Philadelphia, enforced arbitration clauses that required people with
foreclosure disputes to go both before an arbitrator while their
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home was being foreclosed upon by a court. And this split-forum ef-
fect was that people had to have—you know, had to go to two dif-
ferent places at the same time to save their houses. They were en-
forcing those.

The reason why we need this Congress to act is because that is
wrong. It is just not right. It should not happen, and the Arbitra-
tion Fairness Act should be passed.

I also want to say thank you to Congressman Johnson for pur-
suing this each year. I appreciate it.

Mr. ScotTT. So the point is, there is nothing inconsistent with
centuries of jurisprudence? It is in no way inconsistent with cen-
turies of jurisprudence?

Mr. DONOVAN. Not at all.

Mr. ScoTrT. Mr. Arkush, can you tell me the status of the case
that is pending, the Komarova case that you mentioned in your
statement? Where is it procedurally?

Mr. ARKUSH. I believe, actually, that she has finally managed to
get the award against her thrown out.

Mr. ScoTT. And is that a final decision, do you know?

Mr. ARKUSH. I believe so. Does anybody else know? I believe so.

Mr. DRAHOZAL. That would not surprise me because ground for
vacating an award is if you never agreed to arbitrate in the first
place. But I do not know the case.

Mr. Scort. Thank you.

Finally, Mr. Donovan, can you just make a quick statement? You
have talked around this.

If a company comes up with a scheme where you rip off and de-
fraud millions of people of a couple of dollars, what does prohibition
against the class action do to those claims?

Mr. DoNOVAN. Well, it basically prevents anybody from pursuing
those claims.

But, you know, the real question here, Congressman, is there is
a fine-line difference between, you know, a banker and a bank rob-
ber. A banker, if you take $1 from a million people, you are called
a “banker,” but if you take $1 million from one bank, you are called
a “bank robber.” Really, if, in fact, the 1 million people had as
much clout as the banks have had, well, then those people would
have outlawed this type of bank robbery.

Mr. CoHEN. Thank you, Mr. Scott.

We are ready for our second round.

Mr. Franks.

Mr. FRANKS. Well, Mr. Chairman, I hardly know where to start.
I have learned that a Federal trial is the most American thing we
can do. You know, sometimes I think I want to step back here for
a moment and ask myself, What are we really discussing here?

Really, what we are discussing is the agreement on the part of
the credit card companies. They put in their agreements that—be-
cause there are oftentimes people who do not pay their bills, they
put in the contract clause something that would require, as part of
receiving the credit card, that people subject themselves to agreed
binding arbitration.

My fear is that, if we do away with that, we will end up hurting
a lot of people where they just do not get credit, because sometimes
I think that my dear friends on the other side of the aisle feel that
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somehow, in Congress, we can repeal the laws of cause and effect
in mathematics.

We saw that, I think, in the whole housing situation where well-
motivated, well-intentioned efforts to help people have homes put
great pressure on banks to make subprime loans and things like
this that simply could not withstand the test of reality; and we
ended up, I think, having largely a government-incented economic
meltdown because of it.

If we continue to put more and more and more load on the econ-
omy and on the businesses and on the private sector here that are
trying to make things happen that are ultimately good for every-
one, I think we are going to wake up some morning and realize
that we are kind of under all of it.

So I guess, Mr. Drahozal, I will just go ahead and ask you. The
bottom line of your study, that consumer arbitrations you examined
were faster than litigation, were cheaper than litigation and were
essentially fair, was that pretty much the bottom line of your
study?

Mr. DRAHOZAL. I cannot say quite that strongly at this point
without the second phase of the study because, as you sort of—the
comparison we have not yet done. Certainly, we found evidence
that costs to the consumer, the up-front costs, actually are even
lower than the low-cost arbitration rules provide for the AAA, and
that the proceedings seemed to go at a fairly quick rate. There was
certainly no evidence of any repeat player bias, as I discussed be-
fore.

So I guess I would agree with your statement with the caveat
that we are not yet able to compare it to litigation, but that that
phase will be coming.

Mr. FRANKS. Okay. Well, do you think it would be helpful to do
additional research then in the process of doing that?

Mr. DRAHOZAL. Absolutely. Again, I have been very pleased with
the focus that the Committee and commentators have had on em-
pirical work, and it really seems to me important to know what you
are getting into before you do it. And as you noted, the work is in
progress, and we will be doing it as quickly as we reasonably and
sort of conscientiously can do.

Mr. FRANKS. This is, rather, an obvious question, but when there
are class actions on behalf of a group of consumers, isn’t it true
that most consumers receive a very, very, very small pittance
amount for their part of the class action?

Mr. DRAHOZAL. There certainly are class actions like that. I
mean, that seems to me to be actually another area where more de-
tailed knowledge would be useful to know exactly how often, how
much, and what consumers get and to what degree.

There was a recent study on employment arbitration, which obvi-
ously isn’t directly applicable, but that compared what employees
got in class actions to studies of what employees got in arbitration.
And there are some issues with the study, but the study basically
found that employees got more in arbitration than they did in class
actions.

So that type of study would certainly be very useful to do in the
consumer setting.
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Mr. FRANKS. We have been told that there is a fine line here be-
tween bankers and bank robbers this morning. I am wondering,
what group is favored the most with these class actions? Who
makes the most money out of it?

Mr. DRAHOZAL. Well, with that one, I am not in a position to say.
There are obviously various parties that make money, the lawyers
probably on both sides. Presumably, the bankers do not make
money through the class actions.

Mr. FRANKS. I would not think so.

Mr. DRAHOZAL. But, again, that is not something I can answer
sort of definitively because it is beyond my area of expertise.

Mr. FRANKS. Well, it sounds like in class actions the consumers
do not make a lot of money and the bankers do not make a lot of
money, but it seems that it is pretty clear that the lawyers make
a great deal of money.

I am being, you know, a little facetious here, but I felt like there
had to be some response to some of the comments made here. So
I guess the bottom line, Mr. Chairman, is that when we inject our-
selves into the private market and say that you cannot make these
kinds of agreements—because that is really what we are doing
here.

There is nothing that forces arbitration on anyone that they do
not agree to say, “Yes, I agree that I will subject myself to arbitra-
tion”; and to take that tool away from business is not only to clog
our courts, but to make credit harder and more difficult to make
available for the very people who need it most.

With that, I yield back.

Mr. CoHEN. Thank you, sir.

Professor Drahozal, do you see a virtue in class action suits in
general?

Mr. DRAHOZAL. Certainly, in theory, they are a very sensible way
to resolve disputes if you aggregate small disputes.

Mr. CoHEN. Does the class action attorney serve somewhat as a
private attorney general in terms of showing up some defect in the
business, the contract of the relationship, which could then be
cured by the imposition of a large class action judgment?

Mr. DRAHOZAL. Again, that certainly is the theory behind class
actions as well as attorneys’ fees—shifting statutes and so forth.
There are various ways that the justice system has structured
things to try to give private parties incentives.

Mr. COHEN. So is there a way that you can see where you could
have arbitration for smaller cases, individual cases, but still permit
class action suits, so that when there is a uniform—not an indi-
vidual but a uniform policy or activity that is taking place, such as
the changing of the address on the barcode—that justice could be
had through the civil courts?

Mr. DRAHOZAL. It seems to me there are two possibilities. One
is a number of courts, as I noted earlier, have, in fact, refused to
enforce class arbitration waivers, which has had the effect of the
cases proceeding as class actions. I mean, that is, under the current
structure of the Federal Arbitration Act, a permitted approach, and
State courts have increasingly been doing that.

A second alternative would be arbitration on a class basis,
which—I think, the AAA has several hundred cases now that it is
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administering on a class-wide basis. So there are ways in which ar-
bitration can coexist with class relief.

Mr. CoHEN. Professor Frankel, is there a way to have a bifur-
cated system where certain claims can go to class actions and jury
trials and where others might be still limited to arbitration?

Mr. FRANKEL. I think that is certainly preferable to the system
that we have now.

Just to build on what Professor Drahozal said in terms of courts
that are refusing to enforce class action bans, I do not think that
is an adequate substitute, because what is happening now is that
credit card companies will write in, in their contracts, to apply that
their contracts must be governed by the laws of States that will en-
force class action bans. So they are getting around that by the way
that they draft their contracts. So I do not think that is going to
be an adequate substitute.

I think, you know, how you deal with their—there are still, I
think, potential problems that some of the other witnesses have
mentioned about individual cases, but I think removing sort of the
class action types of cases in either saying, those can proceed in a
class-wide arbitration or can proceed in class actions is certainly a
benefit, but you have to make sure that there are the procedural
protections that occur in class actions also.

Mr. CoOHEN. Thank you.

Mr. Donovan, you heard as I heard the statement that was re-
peated, I think, by quite a few Congress people, “plaintiff class ac-
tion attorney,” as if, you know, I guess, it is redundant. I guess you
could be a defense class action attorney; I do not know.

In your case where the credit card company was changing the
address, now, you were capable of going to court because that juris-
diction or that circuit does not recognize the ban; is that correct?

Mr. DoNOVAN. Several of these cases preexisted the imposition of
class prohibitions in arbitration or preexisted arbitration clauses in
the credit card contracts. The credit card contracts basically started
having arbitration clauses installed in them in about 2002. That is
when the industry met at an ABA meeting and decided, “Let’s put
arbitration clauses in all of these contracts in order to destroy
these claims that the industry was confronting.”

So Providian predates that and the Rossman v. Fleet case where
they said they promised no annual fee, but then they imposed an
annual fee on everybody within 3 months. A lot of those cases pre-
dated arbitration. The subsequent cases are cases that emanate out
of California where the California courts have found arbitration
clauses that prohibit class actions to be unconscionable. So those
proceed that way.

Mr. COHEN. In your particular case, what jurisdiction were you
in?

Mr. DoNOVAN. For the Fleet case, we were in Philadelphia. We
were in the Federal court in Philadelphia and the Third Circuit
Court of Appeals.

Mr. COHEN. So that was a preexisting situation?

Mr. DoNovVAN. Correct.

Mr. CoHEN. What was their defense? Did they say it was a mis-
take or did they just say, “We screwed people™?
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Mr. DONOVAN. Well, in the Providian matter, the Providian mat-
ter was, you cannot bring any State law claims because they are
all preempted by Federal law. In Federal law, the Truth in Lending
Act allows us to do this, and, Oh, by the way, we are allowed to
charge these late fees because they are permitted by the Truth in
Llending Act. They basically had a preemption defense to that
claim.

Mr. CoHEN. I am talking about the one where they changed the
address on the barcode.

Mr. DoNOVAN. With changing the address on the barcode, we did
not get to hear the defense because, once we pointed that out and
the witness who testified about it, they settled.

Mr. COHEN. Never did they claim it was an accident?

Mr. DONOVAN. No, they never claimed it was an accident. In fact,
there was a memo saying, Well, if we have everything sent to this,
we will increase revenues by this amount.

Mr. CoHEN. Under the system we have today, could you bring
that action under a fraud charge and get around this, or would you
be barred under the arbitration act?

Mr. DoNovaAN. I do not think we would bring it as a fraud charge
per se because fraud charges are hard to get certified as a class ac-
tion. What you bring it as is a violation of the Truth in Lending
Act. You bring it as a breach of contract. You bring it as an unfair,
deceptive practice because there really was not a representation, a
promise that said, Oh, by the way, this barcode says it is going to
the right address, because nobody can read barcodes, so you cannot
really have a fraud claim, but you could have an omission claim,
and you could have that certified.

Could you bring that in an arbitration case? What it took was—
it actually took a fair amount of forensic, you know, analysis. We
had to spend the money to find out that is what was happening,
because we could not figure out, Why are people sending these
things 2 weeks in advance, but the bank is saying we did not get
them? We finally figured it out, and then finally they came clean
that, Oh, yes, we intentionally did that.

So—and then, you know—and then changing, you know, the
Fleet case. What Fleet said was, Oh, yes, when we sent out the
promotional rate that said “no annual fee,” 3 weeks later the Fed-
eral Reserve increased interest rates, so therefore we have to put
the annual fee on because otherwise our revenues will not be
enough.

They sent out a letter saying, Because the Federal Reserve in-
creased interest rates, we are going to impose an annual fee; and
the court said, Uh-uh, “no annual fee” means at least no fee for the
first year. Otherwise, it is a breach of contract.

Now, if there was an arbitration clause, you know, we were—
Ballard Spahr was defense counsel. They were a very good firm,
honorable, decent. They defended the case, and they came up with
a lot of good arguments, preemption and everything. One indi-
vidual person could not beat those lawyers; they are good lawyers.
If they did not have other counsel, they would have lost. So you
had to pursue that as a class case.

This happens—you know, look. The reality of it is that Citibank,
Bank of America, Wells, they hire the best, brightest lawyers in the
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Nation. Included among them is Sidley & Austin. I mean, you
know, the Sidley & Austin firm defends the tax evasion, you know,
the tax shelter cases, you know, where everybody said they got hit
by the IRS because of tax shelters that were disallowed, and they
bring claims against the accountants and the lawyers.

Well, the first thing that the defendants do in those cases is say,
Oh, arbitration; oh, yes, we know we did not sign the arbitration
clause, but a third party that we are related to, you know, by sec-
olnd—cousin status signed one, so we are subject to that arbitration
clause.

And that is what the defendants do.

Mr. CoHEN. Thank you, sir.

Mr. DONOVAN. So this has to be passed. The Arbitration Fairness
Act has to be passed.

Mr. CoHEN. Mr. Delahunt.

Mr. DELAHUNT. Yes. Thank you, Mr. Chairman.

If there is a provision in a credit card contract that says at the
end of the terms and conditions that the credit card company or
issuer can change the terms at any time they want, and all the
terms and conditions that were enumerated previously, would that
fit the definition of an “adhesion contract”?

Mr. DoONOVAN. Well, that is what the credit card contracts are
now. Yes, they are adhesion contracts because they are take-it-or-
leave-it contracts. You either take it or you leave it. That is what
the adhesive thing is.

The thing that is different about the credit card contract—and
they try to justify this because it is a revolving line of credit—is
that they can change any term at any time for any reason. So if
you are counting on having this money at 6 percent interest for a
year, because that is when the date of your expiration on your card
1s

Mr. DELAHUNT. Mr. Donovan—and my point is and I obviously
agree with you and I understand that, but to call that a “contract”
is, you know, flattery taken to a different level. I mean, that is
just—that is a joke. That is what it really is. Of course, it is an
adhesion contract.

When I hear that, Well, you have contractual obligations, that is
not a contract. It just is not a contract.

In terms of class actions, one aspect of the rationale for class ac-
tion suits is to serve as a deterrent to bad practices. In other
words, it is not just simply above compensating or redressing those
members of the class, but it is preventing bad behavior post the
ruling, the decision in the case.

Am I stating it accurately, Mr. Donovan?

Mr. DONOVAN. The way I like to look at it, Your Honor, is—be-
cause we always talk about this from the perspective of consumers
or homeowners or anything. It is a moral hazard. This device im-
poses a moral hazard on credit card companies to “do not do this,
or else you are going to increase the cost on you alone.” So it im-
poses a moral hazard on the whole thing so others who are observ-
ing it will not do that, too.

The benefit is that that helps investors to have confidence to buy
these securities that are backing up the credit card product; and
the moral hazard is then presented on the bad actor alone, pin-
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pointed, and the others get to observe, and they are deterred from
engaging in the same bad practice.

Mr. DELAHUNT. Thank you. That is all I have.

Mr. COHEN. Mr. Johnson, do you have any further questions?

Mr. JOHNSON. Not at this time, Mr. Chairman. I would be happy
to yield the balance of my time to either one of my colleagues here,
Mr. Delahunt or to, of course, Mr. Scott.

Mr. CoHEN. Thank you, sir.

Mr. Scott, you are recognized with the balance of Mr. Johnson’s
time.

Mr. Scort. Thank you, Mr. Chairman.

I do not have any questions, but I would just thank the panel,
particularly Mr. Donovan, for pointing out that adhesion contracts
do not have to be enforced, and that is absolutely consistent with
centuries of jurisprudence.

Furthermore, if you conspire with others to put the same provi-
sions in a contract, that violates that antitrust law so that what
we are doing with these bills—what we are doing is absolutely con-
sistent with centuries of jurisprudence. What the bills would do
would be to add some consistency, so regardless of what State you
are in, you can benefit from reasonable consumer law.

I would yield back.

Mr. CoHEN. Thank you, Mr. Scott.

I do not know if we need another round or not but, Mr. Franks,
do you have any further questions?

If not, I think we have had a very healthy discussion, and I think
there has been the best attendance that we have had at this Sub-
committee. I want to thank the witnesses on the issue for eliciting
that. We thought we had to call the fire marshal at one point—too
many Members up here—but we did not, so I would like to thank
you all for your testimony and for your attemtiveness.

Without objection, Members have 5 legislative days to submit
any additional written questions, which we will forward to the wit-
nesses and will ask you to answer as promptly as you may, and it
will be made part of the record.

Without objection, the record will remain open for 5 legislative
days for the submission of any other additional materials.

I thank everyone for their time and patience. This hearing of the
Subcommittee on Commercial and Administrative Law is hereby
adjourned.

[Whereupon, at 12:04 p.m., the Subcommittee was adjourned.]
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RESPONSE TO POST-HEARING QUESTIONS FROM MICHAEL D. DONOVAN, Esq.,
NATIONAL ASSOCIATION OF CONSUMER ADVOCATES

Response of Michael D. Donovan to Questions for the Record
Subcommittee on Commercial and Administrative Law
Hearing on the Federal Arbitration Act: Is the Credit Card Industry
Using It To Quash Legal Claims?

May 5, 2009

Response of Michael D. Donovan to Questions from Honorable Steve Cohen, Chairman

1. Inresponse to a question from Chairman Cohen, you referred to Congress passing
legislation to prohibit arbitration in credit contracts involving members of the
Armed Services. Please explain further in detail.

1. In passing the The John Warner National Defense Authorization Act for Fiscal
Year 2007, HR. 5122, Congress included a provision expressly prohibiting enforcement of
arbitration clauses in any agreement involving the extension of consumer credit to any covered
member [of the Armed Services] or dependent of such a member. See 10 U.S.C. § 987(f)4),
codifying Pub.L. 109-364, Div. A, Title VL, § 670(a), Oct. 17, 2006, 120 Stat. 2266.

2. Clearly arbitration offers some benefits. If we are to retain arbitration, how would
you change arbitration to make it fair to all parties to a dispute?

2. Arbitration offers many benefits to parties who have relatively equal bargaining
power, resources and sophistication. It also provides substantial benefits to parties who
knowingly and voluntarily choose to arbitrate a dispute after the dispute has arisen. Arbitration
that is mandated or forced upon another party by a party with far greater power, resources and
sophistication cannot be fair, and cannot be constructed to be fair. T do not believe it is possible
to change arbitration of disputes between consumers and credit card issuers so that it is fair to all
parties. Consumers, in this regard, are really no different from members of the Armed Services,
so mandatory arbitration should be prohibited in all such disputes involving the extension of
consumer credit.

3. One of the many arguments for arbitration is that it is less costly than litigating in
the traditional court system. Do you agree? Is it less costly for cardholders? For
credit card issuers?

3. No, 1 do not agree that arbitration is less costly than litigating in the traditional
court system either for cardholders or for credit card issuers. In fact, arbitration adds another
procedural hurdle and exponentially increases costs for all parties when a proper apples to apples
cost comparison is made. For example, for ordinary debt collection matters, arbitrator decisions
can only be enforced through a petition to the courts to confirm the arbitral award. This petition
replicates in many respects the debt collection complaint a credit card issuer would have simply
filed in court if arbitration did not exist. Given recent arbitral forum abuses, several states
(including Pennsylvania) have implemented civil procedure rules that prohibit enforcement of
arbitration awards unless the initiating party has first commenced a judicial proceeding and
established proper service of process. See, e.g., Pa. R. Civ. P. Rules 1326-1329. In response to a
petition to confirm, a consumer against whom an arbitration award was entered may raise many
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of the same arguments and even more — such as improper service of process; no proof of an
agreement; etc. — that would have been raised absent the arbitration. As a result, arbitration
nearly always increases the costs of collection for a card issuer.

For consumers with common claims against a particular card issuer, the costs also are
increased geometrically. Ordinarily, these claims would be handled in a class action. With
arbitration, however, each consumer would have to pursue the claim individually. With class
litigation, the claims of 100,000 consumers might be litigated to conclusion for a litigation cost
of $1 million, which works out to $100 per consumer for attorney fees, filing fees, expert costs
and all related expenses. This does not include the recovery each class member would receive,
and the costs are rarely if ever paid by the class members if the class litigation is unsuccessful.
The actual costs for 100,000 individual arbitrations or traditional court cases would far outstrip
these costs. Without doubt, each consumer would incur a minimum of $1,000 in costs to pursue
his or her claim, meaning that individual arbitration would cost at least 10 times more than class
litigation. The only cost savings would come not from an apples to apples comparison, but from
a distorted apples to oranges comparison. Because so many people would recognize that the
individual costs and distraction would far outstrip the likely individual recovery, far fewer people
would pursue their individual claims (perhaps as few as .5%). This means that consumers would
forgo any recovery, and the offensive conduct would go unchallenged. Assuming the likely
consumer recovery approximated $100 per consumer, the lost costs from the unchallenged
conduct would be $995,500, not including the loss of deterrence, which again shows that
arbitration is far more costly than traditional litigation. To be sure, the credit card issuer would
then be able to keep this illegal profit, and therefore contend that arbitration is less costly, but
that contention would be and is specious. In truth, the only cost savings resulting from
arbitration in the consumer credit context comes not from the less formal characteristics of
arbitration but from the fact that it deters and prevents claimants from pursuing their legitimate
claims. In other words, arbitration only saves money for credit card issuers because it enables
them to keep money they stole from credit cardholders.

4. In your written statement for the hearing, you indicate that credit card companies
are arguing that the Federal Arbitration Act prohibits federal courts from
examining whether the credit card companies and the arbitrators complied with due
process of cardholders in attempting to obtain default judgments. What due
process have cardholders alleged the credit card companies and arbitrators
ignored?

4. In Hall Street Associates, LLC v. Mattel, Inc.,  US. 128 8. Ct. 1396
(2008), the Supreme Court held that an arbitration award “must be confirmed” unless the award
was procured by fraud, corruption or undue means, there was evident partiality or corruption of
the arbitrators; the arbitrators were guilty of refusing to postpone the hearing or refusing to hear
pertinent or material evidence; or the arbitrators exceeded their powers. 7d. at 1402 & n.3 (citing
9 U.S.C. §§ 9-11). These grounds do not, on their face, include alleged violations of due
process, leading credit card companies to argue that such alleged violations may not be raised in
response to a petition to confirm an arbitration award. As indicated in the Komarova amicus
brief attached to my written testimony, consumers have alleged due process violations where
arbitration providers have entered default awards against individuals who were documented
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victims of identity theft, individuals who were never properly served with notice of the
arbitration, and individuals who never agreed to arbitrate their dispute. See Komarova Amicus
Brief pp. 16-17 (citing cases). Other due process violations include the conduct of “hearings” in
distant fora thousands of miles from the consumer’s residence, failure to require the production
of pertinent evidence, insisting on the deposit of vast sums for arbitrator fees before a live
hearing will be conducted, entering summary awards without requiring answers to discovery or
information requests, and failing to permit cross examination and confrontation of credit card
company witnesses. These due process violations are particularly troublesome in debt-buyer
actions, where purported paper records of an alleged debt are submitted, but the debt-buyer has
no record or witness able to attest to the accuracy, calculation or history of the alleged account.

5. In your written statement for the hearing, you allege that credit card companies
have couspired to iuclude arbitration agreemeuts in their cardholder agreemeuts.
Please explain in more detail and how this impacts cardholders.

5. The Court of Appeals for the Second Circuit addressed this very point in the
decision in Ross v. American Express Co., 547 F.3d 137 (2d Cir. 2008). The cardholders of
nearly all of the major credit card issuers allege in that case that the card issuers agreed at various
bar association and banker meetings to include mandatory binding arbitration clauses in each of
their cardholder agreements. In fact, practically every cardholder agreement available now
includes a binding arbitration clause and class action waiver. This makes it impossible for a
consumer to contract with any card issuer without a mandatory arbitration clause and class action
waiver, because there are none. As the Court of Appeals in Ross acknowledged, this reduces the
value of the credit cards to all consumers and increases the costs of credit, because it makes it
economically impossible for one monitor or group of monitors of credit card practices to benefit
all other cardholders, which drives up consumer monitoring costs and increases the risk of error,
thereby reducing the value of the credit card to all consumers. This lack of monitoring on a
portfolio basis also drives up the costs and risks of securitization, which again increases the costs
of credit to all consumers. Please refer to the Ross decision for further details.

6. Are mandatory binding arbitration agreements really mandatory? If a cardholder
is unhappy with an arbitration agreement, cannot the cardholder simply refuse the
agreement and take their business to a different credit card issuer?

6. In theory, a consumer who opposes arbitration might simply refuse to do business
with a seller who includes such a clause in his contract. With credit cards, however, there are
virtually no cards available that do not include both a mandatory binding arbitration clause and a
class action waiver provision. More significantly, these provisions are not highlighted in
advance and are buried in the fine print of multi-page cardholder agreements that are delivered
only after the account has been opened. There are no issuers to my knowledge who advertise the
fact that their credit card does not require arbitration, so there is no market differentiation on this
basis and no real market choice for consumers to avoid arbitration. Moreover, because credit
cards are issued on a take-it-or-leave-it basis, there is no opportunity to negotiate individual
terms for the agreement, or to reject some terms but not others. Hence, credit card arbitration
provisions are in fact mandatory.
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7. Banks are the primary issuers of credit cards. And as you stated in your written
testimony, most if not all of these issuers include arbitration agreements in their
terms of use agreements. Do credit unions include arbitration agreements in their
terms of use agreements too?

7. I am aware that some credit unions also include mandatory binding arbitration
provisions in their account holder agreements. 1 do not know whether most or all do, as | have
not studied many credit union agreements.

8. During the hearing, you were responding to a question from Rep. Issa concerning
allowing the states to have authority over credit card disputes. It seems you were
unable to finish responding. Please do so here.

8. The Federal Arbitration Act preempts states from singling out arbitration clauses
from other contract terms, thereby preventing the states from ensuring that consumer arbitration
is conducted on a fair basis or based on informed consent, adequate notice or convenient
locations. Representative Issa indicated that if the states were permitted to adopt provisions
affecting consumer credit or consumer arbitrations, some credit issuers, like some insurers, might
choose not to do business in a particular state or states. This argument, while theoretically
possible, is wholly unrealistic when it comes to the consumer credit market. In fact, permitting
states to regulate consumer credit and consumer arbitration in accordance with the interests of
their consumers would return a proper balance to the consumer credit markets. Currently, the
most populous states, California, New York, Texas, New Jersey, lllinois and Pennsylvania have
virtually no control over consumer credit agreements entered into by citizens of their states. The
least populated states, Delaware, South Dakota, Nevada and Utah, by contrast, have become
domestic credit card havens so that banks can export from these locations terms that are the least
favorable to and least protective of consumers who reside in the most populated states. This is
because federal law has not adopted a truly federal and representative standard, but instead has
borrowed a state standard based on the geographical “location” of the card issuing bank. To
attract such banks, the lesser populated states have adopted lax standards that would not be
adopted or implemented in more populated states.

In other words, current banking law operates as if domestic Cayman Island banking
provisions were being exported to more populated regions without the consent of their residents
as if it was the law of the United States, even though no member of Congress has ever voted on
the issue. While some may argue that California in effect dictates commercial law for the rest of
the country due to the size of its market, with respect to consumer credit that is not case. If the
states could individually regulate consumer credit while operating within the same electronic
payment system, it would be highly unlikely that the availability of credit in any one state or any
group of states would be impacted in any material way. In fact, such a result would certainly
reduce the risk of systemic failure, as it would bring about a diversity of credit issuers and
increase competition in the industry. Besides, the individual states already exert some power to
nullify arbitration terms in consumer credit agreements under the doctrine of
“unconscionability.” In California, for example, the courts have held that using arbitration terms
to bar small value consumer claims is “unconscionable” because it denies access to the courts for
legitimate claimants. Other states have not followed this reasoning yet, but the fact remains that
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no credit card issuers have left the California market as a result of the judicial decisions in that
state. Therefore, Congress should outlaw mandatory binding arbitration in all consumer credit
agreements and either adopt federal banking standards or eliminate the domestic Cayman Island
design of the federal banking laws.
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RESPONSE TO POST-HEARING QUESTIONS FROM RICHARD H. FRANKEL, EsqQ.,
DREXEL UNIVERSITY EARLE MACK SCHOOL OF LAW

Questions for the Record
Subcommittee on Commercial and Administrative Law
Hearing on the Federal Arbitration Act: Is the Credit Card Industry
Using It To Quash Legal Claims?
May 5, 2009

Richard H. Frankel, Esq.. Drexel University Earle Mack School of Law
Questions from the Honorable Steve Cohen, Chairman

1. As alaw professor familiar with the Federal Arbitration Act, and all of the
arguments for and against mandatory arbitration, what would you propose to
ensure that the spirit of arbitration is maintained, while protecting consumers?

The spirit of arbitration, as envisioned by the members of Congress who enacted the Federal
Arbitration Actin 1925, was that arbitration clauses would be the product of arms-length
negotiations between two sophisticated businesses that were aware of types of disputes likely to
arise in the future and that had the power to bargain over specific contractual terms. In other
words, arbitration was intended to be a process that parties voluntarily entered into with the full
awareness of its risks and benefits That spirit, however, is not reflected in the current practice of
imposing standard-form arbitration provisions that are presented to unsophisticated consumers
on a take-it-or-leave it basis.

I think the best way to maintain that original spirit is to return arbitration to being a voluntary
process. The best way to achieve that goal is to limit the reach of binding arbitration provisions
to post-dispute contexts rather than pre-dispute contexts. If, after a dispute has arisen, both
parties decide that arbitration is the preferred forum, then the dispute should go to arbitration.
But that is a far cry from the current practice of requiring consumers to send all disputes, no
matter the shape or size, to arbitration, even before the consumer has any idea of what types of
disputes might arise.

2. During the hearing, you were responding to a question from Rep. Issa concerning
Federal preemption of state laws affecting credit card use. It seems yon were unable
to finish responding. Please do so here.

1 understand Congressman Issa’s concern over the risk that in a regime governed by state law,
credit cards might be deterred from operating in specific states. However, I do not think itis a
problem, for several reasons. First, regardless of the preemptive reach of the Federal Arbitration
Act, credit card companies still receive substantive preemptive protection through other federal
laws. For example, federal banking statutes make credit card companies exempt from state
interest-rate caps. Cabining the preemptive reach of the FAA will not alter those substantive
protections. Second, | think there is an even greater risk of the opposite result, that is, that credit
card companies will flock to the state with the most lax regulations, creating a “race to the
bottom.” That credit card companies will engage in a “race to the bottom” regarding arbitration



182

is borne out by companies’ use of choice-of-law provisions to protect class-action bans and other
one-sided provisions that the companies place in their arbitration agreements. Although not all
states will enforce such choice-of-law provisions, many do, and they demonstrate the risk of
allowing an interest in uniformity to undercut valuable consumer protections.

Additionally, FAA preemption has expanded so far that the FAA does not just preempt
“punitive” state laws to which Congressman Issa refers, but it preempts almost any judicial or
legislative rule that constrains arbitration in any way. The far-reaching doctrine of FAA
preemption prevents states from enacting reasonable regulations on the arbitration process
intended to curb arbitration’s worst abuses. The problem here is not the hypothetical risk that
some state might in the future decide to enact a law that has a punitive effect on the credit card
industry, but the current reality that states are forbidden from undertaking virtually any
regulation of arbitration whatsoever.

3. Consumer advocates argue that arbitration clauses can be drafted to undermine
certain legal protections, such as consumer lending laws protecting credit
cardholders. Are companies, particularly the credit card industry, drafting clauses
to do that?

Yes. The most fundamental way that credit card companies draft their arbitration clauses to
undermine consumer protections laws is by banning consumers from proceeding on a classwide
basis, either in court or in arbitration. Many illegal practices by credit-card companies cause
exactly the sort of small-dollar, high-volume claims that cannot be brought on an individual basis
and that class actions are especially designed to handle. The ban on class actions gives credit
card companies virtual immunity from such practices, because they know that no one will pursue
such claims on an individual basis. Although some companies are adding opt-out provisions for
consumers, they do so solely to insulate themselves from legal challenges on unconscionability
grounds, while knowing full well that consumers are unlikely to read the opt-out provision or to
understand the nature of the opt-out right provided.

Another way that companies draft arbitration clauses to limit consumers’ ability to vindicate
their legal rights is by limiting discovery. In many consumer disputes, the relevant evidence is in
the hands of the corporate party, and unless the consumer can obtain that evidence, the consumer
will not succeed. Many consumer cases are complex and involve multiple defendants, yet an
arbitration clause may limit a party to a few interrogatories and a single deposition. Such
limitations on discovery create an uneven playing tield and make it difticult for plaintifts to
prove meritorious cases.

Finally, some companies undermine consumer protection laws by writing into their contracts that
arbitration will be conducted through the National Arbitration Forum (NAF). Ihave less
knowledge than some of the other witnesses about this issue, but there is mounting evidence that
the NAF harbors an anti-consumer, pro-corporation bias, and it is my understanding that the
NAF specifically markets itself to corporations as a way for corporations to limit their legal
liability.
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4. Atwhat point did the use of arbitration by the credit card industry become more
prevalent? Did other industries begin to use arbitration at the same time too?

L am not an expert on this question, but it is my understanding that the use of arbitration clauses
by the credit card industry became widespread around the end of 1999. In early 1999, only two
or so major credit card providers used arbitration clauses. By the end of 1999, virtually all major
credit card companies started including them in their standard-form contracts. See. e.g., In re
Currency Conversion Fee Antitrust Litigation, 2005 WL 2364969 at *9 (S.D.N.Y. Sept. 27,
2005) (describing the spread of arbitration clauses across the credit card industry).  As for other
industries, [ believe that automobile dealers began using arbitration clauses on a widespread
basis around 2002-2003. In the nursing home context, the spread of arbitration clauses has
occurred more recently. Right now, it is my understanding that an overwhelming majority of
nursing homes use arbitration clauses, but that was not the case even as recently as five or six
years ago.

S. How did mandatory binding arbitration between equal commercial entities expand
into the consumer-business realm where the parties are generally not equal, such as
between credit card companies and their cardholders?

T believe that two factors contributed to the spread of arbitration from the commercial realm to
the consumer realm. First, it is my understanding that a small number of companies
experimented with arbitration clauses as a way of reducing liability exposure and eliminating
class action lawsuits. When those companies found some degree of success at curtailing
consumers from vindicating their rights, other companies followed suit. In the 1990s, a small
group of defense lawyers began advising their clients to impose arbitration provisions in their
consumer contracts as a way of limiting their liability exposure.

Second, the U.S. Supreme Court facilitated the expansion of forced arbitration provisions into
the consumer sector through a series of far-reaching and controversial decisions. First, in
Southland Corp. v. Keating, 465 U.S. 1 (1984), the Court held that the FAA established federal
substantive law of arbitration that applies not just in federal court, also in cases arising in state
court raising solely state law claims. Second, in Gilmer v. Interstate/Johnson Lane Corp., 500
U.S. 20 (1991}, the Court gave the green light to arbitration of statutory and other public law
claims in addition to contractual claims. More recently, in Allied-Bruce Terminix Cos. v.
Dobson, 513 U.S. 265 (1995), the Court extended arbitration to consumer claims by interpreting
the FAA to extend to the limit of Congress’s power under the Constitution’s Commerce Clause,
rather than just to traditional commercial transactions. These decisions expanded the reach of
the FAA beyond what Congress originally intended, and enabled corporations to require
arbitration of virtually any type of dispute, regardless of the relative bargaining power of the
parties, the subject matter of the dispute, or whether the dispute raised questions of public rights
rather than purely private rights.

6. In reference to a statement by Rep. Issa, Rep. Scott stated the following during the
hearing: “My friend from California’s openiug remarks mentioned centuries of
jurisprudence, suggesting that credit card issuers may have an absolute right to
these binding arbitration agreements.” Please respond to Rep. Issa’s suggestion.
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As Lunderstood Congressman Issa’s comment, the Congressman was suggesting that regulating
arbitration could be inconsistent with 200 years of contract law. I do not believe this is the case.
Rather, it is the current doctrine of FAA preemption -- which exempts arbitration provisions
from state regulation -- that is inconsistent with longstanding contract doctrine by giving
arbitration clauses a privileged status that is unlike any other contract.

The history of contract law does not support the notion that parties have an absolute right to
freedom of contract free of all constraints whatsoever. The notion of such an absolute right was
repudiated by the Supreme Court in the first half of the Twentieth Century when it rejected
corporate arguments that it was unlawful to regulate practices like child labor and the minimum
wage because such regulations interfered with a company’s freedom of contract. Few believe
that we should returmn to the era where contracts operated as a shield against corporate
responsibility. Instead, contract doctrine has long been subject to regulation and modification
through the common-law power of the courts, and through the authority of the state legislature.
As contracts become ever more common in society and are used between parties with wide
disparities in knowledge and bargaining power, the ability of states to protect the health, safety
and welfare of their citizens through regulation of contracts has become increasingly important.

Arbitration clauses, however, unlike other contracts, are not subject to state regulation because
any regulations that constrain arbitration are preempted by the FAA. In fact, courts have
explicitly ruled that certain generally applicable contract doctrines do not apply to arbitration
clauses because they are overridden by the FAA. The best way to maintain consistency with this
country’s contract law traditions, in my view, is to limit the FAA’s preemptive reach rather than
to declare that the FAA creates an absolute right to contract that supersedes state law.
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UNIVERSITY OF KANSAS SCHOOL OF LAW

Questions for the Record
Subcommittee on Commercial and Administrative Law
Hearing on the Federal Arbitration Act: Is the Credit Card Industry
Using It To Quash Legal Claims?
May 5, 2009

Christopher R. Drahozal, Esq., University of Kansas School of Law

Questions from the Honorable Steve Cohen, Chairman

1. Consumer advocates argue that some businesses forbid class action lawsuits with
the use of arbitration clauses. What effect does this have on consumers arbitrating
their claims?

Most consumer arbitration clauses in the cases we studied did not preclude class relief.'
In arbitrations arising out of those contracts, arbitration on a class basis almost certainly
would be available for consumers arbitrating their claims if the standards for proceeding on a
class basis otherwise are met.”

For those consumer arbitration clauses with class arbitration waivers, an increasing
number of courts, both state and federal, hold the waivers to be unconscionable and thus
unenforceable.” In such cases, the consumers would either be able to proceed in arbitration
on a class basis (if the court severs the invalid class arbitration waiver), or else in courtin a
putative class action (if the court does not sever the invalid class arbitration waiver). A
substantial percentage of arbitration clauses in credit card contracts (among others) include
“non-severability” provisions, which provide that if the class arbitration waiver is invalidated
the arbitration clause should be invalidated as well.* As a result, in states in which courts
hold class arbitration waivers unenforceable, credit card holders likely will be able to bring
class actions in court.

When courts find class arbitration waivers enforceable, usually after examining whether
the consumer can vindicate his or her rights in arbitration, the consumer must proceed on an
individual basis in arbitration. In the next phase of the Searle study, we are examining class

! Searle Civil Justice Institute, Consumer Arbitration Before the American Arbitration Association:

Preliminary Report 103 (March 2009), available at www searlearbitration.org ([inding that almost two-thirds
(63.5%) of the clauses studied did not include class arbitration waivers). None of the insurance contracts or real
estate brokerage agreements included class arbitration waivers, and only about half of the car sale contracts (34 of
64, or 53.1%). However. all of the credit card contracts in the sample (26 of 26) included class arbitration waivers.
2 See Arverican Arbitration Association, Supplementary Rules [or Class Arbitrations (ellective Oct. 8, 2003),
availuble at Wttp:/fwww.adr.org/sp.asp?id=21936.

3 See, e.g., In re American Express Merchants” Litigation, 554 F.3d 300, 319-20 (2d Cir. 2009); Alan S.
Kaplinsky et al., Consumer Arbitration: The Tug of War Between the Federal and State Courts Intensifies, 64 BUS.
Law. 627, 627-28 (2009).

! Theodore Eisenberg et al., Arbitration’s Summer Soldiers: An Empirical Study of Arbitration Clauses in
Consumer and Nonconsumer Contracts, 41 U. MICIL J.L. REF. 871, 885 (2008).
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actions as a possible type of court proceeding to compare to individual arbitrations, but we do
not yet have any results to report.”

2. Your written statement for the hearing focused on the recent Searle Civil Justice
Institute report on consumer arbitration. That report analyzed a select group of
consumer arbitration results decided by arbitrators for the American Arbitration
Association, How representative is the Searle report if the survey only analyzed one
arbitration provider? Did the Institute contact the other arbitration providers to
participate? If so, what was there response?

As the question indicates, and as we note in our Preliminary Report, our results are
limited to consumer arbitrations administered by the American Arbitration Association
(AAA) and so are not necessarily representative of all consumer arbitrations.® That limitation
applies as well to the results of studies of arbitrations administered by other arbitration
providers, such as the National Arbitration Forum,” which also are not necessarily
representative of all consumer arbitrations.

The AAA is the oldest and best known provider of arbitration services in the United
States. Studies of AAA employment arbitration have concluded that it “offers an affordable,
fair, alternative adjudicative forum” for employees.® But much less research has been done
on the AAA’s consumer caseload. We set out in the Searle study to begin filling that gap, on
the view that such information is necessary for making an informed decision on what
national policy on arbitration should be.

We have not contacted other arbitration providers as part of the study. Due to time and
resource constraints, as well the large amount of information to review on AAA consumer
cases, we have chosen to focus our study on those cases.

’ One complication in doing the comparison is the apparent difficulty in finding out the extent to which class

aclions actually benefil the individual class members. See Nicliolas M. Pace & William B. Rubenslein, //ow
Transparent are Class Action Quicomes?: Empirical Research on the Availability of Class Action Claims Data (Fuly
2008) (RAND Working Paper Series WR- 599-ICJ), available ar
lutp://www.rand.org/pubs/working_papers/WR599/. 1n the employment selling, a recenl study (ound that tle mean
and median potential individual recoverics in the class actions studied were consistently less than the mean and
median recoveries in individual employment arbitrations reported in other studies. Samuel Estreicher & Kristina
Yost, Measuring the Value of Class and Collective Action Employvment Settlements: A Preliminary Assessment. in
EMPLOYMENT CLASS AND COLLECTIVE ACLIONS: PROCEEDINGS OF THE N.Y.U. 56™ ANNUAL CONFERENCE ON
LaRoR 107, 136 (David Sherwyn ed. 2009).

¢ Scarde Civil Justice Institute, supra note L, at 111.

E.g., Public Citizen, The Arbitration Tyrap: {iow Credit Card Companies Ensnare Consumers (Sepl. 2007).
Ehizabeth Hill, AAA Employment Avbitration: A Fair Forum at Low Cost, DIsP. Rrso1.. T, May/July 2003,
at 9; see also Elizabeth Hill, Due Process at Low Cost: An Empirical Study of Emplovment Arbitration Under the
Auspices of the American Arbitration Association, 18 O1110 ST. J. ON DIsp. Rris01. 777 (2003).

&
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3. The Searle Civil Justice Institute report shows that in over 80 percent of the cases in
which a business claimant won, they received between 90 and 100 percent of the
amount in controversy. But only in about 31 percent of the cases in which a
consumer won, did the consumer receive between 90 and 100 percent of the amount
they claimed. Even if the types of cases brought are different for businesses and
consumers, those numbers still seem to favor businesses in arbitration, Please
explain the disparity in numbers.

As L discuss in more detail below (in response to question no. 5), the differing results
obtained by business claimants and consumer claimants in arbitration do not in themselves
show that arbitration is biased in favor of businesses. As the question notes, the types of
claims brought by businesses often differ from the types of claims brought by consumers.
Businesses tend to bring claims for amounts they are owed for services already rendered.
Thus, the most common business claimants in the sample were home builders, real estate
brokers, and other service providers, such as accounting firms and law firms.” In such cases,
the business faces fewer hurdles to establishing liability, and, when it does so, the amount it
should be awarded is relatively easy to calculate and prove. Hence, in many cases the
business is able to recover a high percentage of the amount it seeks. Consumers tend to bring
claims alleging delivery of defective goods or improper performance of services. Thus, the
most common business respondents in the sample were car dealers and insurance/warranty
companies.'’ Such cases present more difficult questions of proving both liability and
damages. Accordingly, consumers tend to win less often in cases that make it to an award,
and, when they do win, tend to recover a lower percentage of the damages they seek.

We are continuing to examine this issue, and plan to address it further in an upcoming
report, as discussed below.

4. Do you have any numbers on how many consumer-business disputes, particularly
credit card disputes, the American Arbitration Association arbitrates? What
percentage of the total number of disputes the American Arbitration Association
arbitrates are credit card disputes?

Ofthe 301 AAA cases we examined in detail, 26 (or 8.6% of the sample), involved credit
card companies.’’ A roughly equal percentage of cases with business claimants and cases
with consumer claimants arose out of credit card agreements.'> A slightly higher, albeit
unquantified, percentage of the broader dataset of AAA cases (which included cases that
settled or otherwise were dismissed before an award) were credit card cases. "

Scarle Civil Justice Institute, supra note 1, at 50.
Id.

Id. at 103.

Id. al 31 ig. 3.

Id at51.
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As Tindicated in my written statement, the Searle study did not break out the various
results from the study based on the type of contract giving rise to the dispute.

(94

The Searle Civil Justice Institute study found that consumers won some relief in
53.3% of the cases they filed in arbitration, while businesses won some relief in
83.6% of the cases they filed. Would you please define what “some” relief is?
Please explain how the use of arbitration is fair if businesses are winning a higher
percentage of their cases, and also a higher amount of the money they are claiming,
as compared to consumers?

In calculating the “win-rate” of consumers and businesses in arbitration, the Searle study
used the standard definition of a “win” —a claimant “wins” if he or she recovers some
amount of money or some other relief in arbitration. That definition has its limitations; it
treats a claimant as winning as long as the claimant recovers something, regardless of how
much the original claim was worth. If the claimant (either a business or a consumer) recovers
only a small fraction of what a claim is worth, the claimant nonetheless will be treated as
winning by this definition. When the Searle study refers to consumers and businesses
winning “some relief,” it is recognizing upfront this possible limitation of the win-rate as a
measure of success.

An alternative measure of how well consumers and businesses fare in arbitration is what
percentage of the amount the claimant seeks that it is able to recover. This measure also has
limitations. It assumes that the amounts claimants seek accurately reflect the value of the
underlying claim, which may well not be the case. Some types of claims are easier to value
than others. For example, a business claimant seeking to recover the amount of an unpaid
bill can more readily and accurately value the amount of its claim than a consumer seeking to
recover the loss in value of a defective product.

Whether outcomes in arbitration are fair depends on how those outcomes compare to the
outcomes of similar cases in court. In fact, although we are examining the issue further, it
appears that business claimants in court also win more often than consumer claimants do. For
example, a study of contract cases in federal court under diversity jurisdiction, although
likely involving higher stakes than the cases in our sample, reported almost identical win-
rates as those in AAA consumer arbitrations. According to Marc Galanter:

We see that not only do corporate plaintiffs win more often, they win even more
frequently as both plaintiffs and defendants when opposing individuals than when
opposing other corporations. They won 90% of the cases in which they sued
individuals and lost only 50% of the cases in which individuals sued them."

" Marc Galanter, Contract in Court; Or Almost Evervthing You Aay or May Not Want to Know About

Contract Litigation, 2001 Wis. L. Rrv. 577, 600 & tbl. 4 (citing Theodore Eiscnberg & Henry S. Farber, 7he
Litigious Plaintiff Hypothesis: Case Selection and Resolution, 28 RAND J. ECON. 892, 899 (1997) (studying [ederal
diversily cases [or the years 1986-94, excluding personal injury cases)).
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Again, these win-rates — from contract cases in federal court — are almost identical to those
found in the Searle study. They suggest that whatever the reason for the differing success
rates of business and consumer claimants, they are not due to bias in arbitration or
deficiencies in the arbitration process.

Instead, as we indicated in our Preliminary Report, the differing success rates for
business claimants and consumer claimants appear to result from two factors.'” First, the
types of claims businesses in our sample bring differ from the types of claims consumers
bring, as discussed above in connection with question no. 3. Second, a significant number of
business claims are resolved on an ex parte basis, because the consumer failed to respond to
the demand for arbitration.*® (This phenomenon appears to be common in court as well;
when businesses sue consumers in court to collect a debt, the consumer defendants often fail
to appear and are subject to default judgments.) Conversely, the business respondent
appeared in every case brought by a consumer. We are unable to determine whether the
consumer fails to respond because they are likely to lose in the arbitration, or they are more
likely to lose in arbitration because they fail to respond. But regardless, the substantially
greater number of defaults is an important factor in explaining the higher success rate of
business claimants.

We are continuing to examine this issue, and plan to address it further in an upcoming
report. But nothing we have seen so far suggests that the differing success rates of business
claimants and consumer claimants are a result of bias in arbitration.

6. A fair arbitration process would include neutral arbitrators. Who are generally the
arbitrators hearing disputes? Are they equally representative of plaintiff’s and
defendant’s attorneys? Are there some arbitrators that seem to rule favorably for
consumers or businesses all of the time?

1 agree absolutely that a neutral decision maker is an essential characteristic of a fair
arbitration proceeding. Accordingly, courts have refused to enforce arbitration clauses that
provide for biased arbitrators,'” and the Federal Arbitration Act (as well as state arbitration
statutes) provides for courts to vacate awards when the arbitrator acts with “evident
partiality.”'®

In addition, the Consumer Due Process Protocol, which the AAA applies to the consumer
arbitrations it administers, provides that “[a]ll parties are entitled to a Neutral who is
independent and impartial” and that the parties “should have an equal voice in the selection

Searle Civil Justice Instilule, supra nole 1, at 70.
Id. at 70 1.59 (“Twenty-two out of the sixty-one cases (or 36.1%) brought by business claimants were

resolved on an ex parte basis.”).
17

E.g., Walker v. Ryan’s Family Steak Houses, Inc., 400 F.3d 370, 385-87 (6th Cir.) (“The Arbitration

Agreements and related rules and procedures at issuc in this case demonstrate that EDSI's arbitral forum is not
neutral and, therefore, the agreements are unenforceable.”), cerr. denied, 546 U.S. 1030 (2005).
8

9U.S.C. § 10()(2); Unif. Arb. Act, § 12(a)(2).
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of Neutrals in connection with a specific dispute.”'® The Searle study examined the AAA’s
enforcement of the Protocol, including the provisions dealing with arbitrator neutrality. It
found only four clauses in the sample that were problematic under these provisions of the
Protocol,” and in every case the AAA properly identified the provision and responded to it
by requiring the business to waive its application.”

As part of the next phase of the Searle study, we will be studying arbitrator selection in
AAA consumer arbitrations. When that phase of the study is completed, we hope to have
answers to exactly the sorts of questions being asked. We do know, as reported in the
Preliminary Report, that only a small percentage (less than 10%) of the cases in the Searle
study involved repeat combinations of arbitrators and businesses or arbitrators and business
attorneys.* In other words, it is not common for the same business to appear before the same
arbitrator in the cases in our sample. Otherwise, however, we do not yet have answers to the
questions asked.

7. In response to a question from Ranking Member Franks, you stated that “Looking
at the empirical results, there is a dispute about how you treat settlements. . .I mean
settlements benefit the consumer, so they should be seen as sort of a, quote/unquote,
‘win’ for the consumer.” Please explain in greater detail the empirical results. Also,
please explain why settlements benefit the consumer. Do they always benefit the
consumer? Likewise, do they always benefit the business/creditor/company?

The discussion the question refers to concerned the high business win-rates reported by
Public Citizen and others in consumer arbitrations administered by the National Arbitration
Forum.” Other studies have found much lower business win-rates, when either settlements>*
or dismissals before a hearing® are included as wins for the consumer. As far as settlements
are concerned, presumably both parties believed that settling the dispute was preferable to the
alternative of continuing to arbitrate the case, and to that extent both sides certainly benefit.
But not having studied the NAF process in detail, I am not able to take a position on whether
settlements or dismissals should be treated as wins for consumers in that context.

e National Consumer Dispules Advisory Commillee, Consumer Due Process Protocol, principles 3 & 4 (Apr.

17, 1998), available at http:/fwww.adr.org/sp.asp?id=22019.

= Searle Civil Justice Institute, supra note 1, at 86: “None of the clauses gave the business control over
arbitrator selection or lhe pool of prospeciive arbilrators. Instead, all of the clauses were problematic because they
required the arbitrator to have qualifications that might give rise to questions about the arbitrator's impartiality.
Three of the clauses were in car sales contracts and required, at least under some circumstances, that the arbitrator be
a certilied master mechanic. The other clause was in a home inspection coniract and required that the arbitralor be
an expericnced member of one or another association of home inspectors.™

I Id. at 89-90.

Id. at 80-81. And many of thosc cascs involved a related sct of disputes arising out of a single cvent. /d. at

Public Citizen, supra note 8.

Ernst & Young, Outcomes of Arbitration: An Empirical Study of Consumer Lending Cases 16, App. A
(2004), available at hiip://www.adrlorum.conv/rcontrol/documents/ResearchStudies AndStatistics/2005Emst And
Young.pdf.
= Jell' Nielsen et al., Navigant Consulling, National Arbitration Forum: California Consumer Arbitration Data
1 (July 11, 2008), available at hitp://www.institutelorle galreform com/component/ilr_issues/29/item/ADR himl.



191

RESPONSE TO POST-HEARING QUESTIONS FROM DAVID ARKUSH, EsQ., PUBLIC CITIZEN

Questions for the Record
Subcommittee on Commercial and Administrative Law
Hearing on the Federal Arbitration Act: Is the Credit Card Industry
Using It To Quash Legal Claims?
May 5, 2009

David Arkush, Public Citizen
Questions from the Honorable Steve Cohen, Chairman

1. Take the following example: a credit card company overcharges its cardholders by
$25 and does not refund the $25 upon request of the cardholders. What options do
the cardholders have? It does not seem likely that each cardholder will file a
complaint in court for that $25. Would class action litigation be the best approach?
What effect would an arbitration agreement have if one was included in the terms of
use agreement?

A consumer with a claim for $25 against a credit card company is unlikely to find
recourse without participating in a class action. The only practical way to challenge high-
probability, low-magnitude harms, like overcharging fees on credit cards and other
consumer products, is through class actions. See Scott v. Cingular Wireless, 161 P.3d 1000,
1005 (Wash. 2007). The mere costs of gasoline or vacation time from work to appear in
court or participate in arbitration (not to mention the arbitration filing fees) are enough to
deter consumers from pursuing their small claims individually. If the $25 claim results
from a policy or practice that affects thousands or millions of customers, then a class action
is the best option, not just for the consumers whose otherwise worthless small claims
become viable to pursue, but for the broader public, which benefits from the deterrent
effect on future misconduct.

Arbitration clauses in credit card contracts often contain class action bans. Because
proceeding on a class basis is the only viable option for many consumer claims, these bans
effectively immunize credit card providers from accountability for a broad range of unfair,
deceptive, or otherwise predatory practices. See Oren Bar-Gill & Elizabeth Warren, Making
Credit Safer, 157 U. Pa.L.Rtv. 1, 78 (2008) (“The widespread inclusion of arbitration
clauses in standard credit card contracts inoculates lenders against the possibility of class
action lawsuits, which would otherwise change the economics of pursuing debtor's rights.”)
As Judge Richard Posner has written, “[t]he realistic alternative to a class action is not 17
million individual suits, but zero individual suits, as only a lunatic or a fanatic sues for $30.”
Carnegie v. Household Int’l, Inc., 376 F.3d 656, 661 (7th Cir. 2004).

2. Consumer advocates argue that some businesses forbid class action lawsuits with
the use of arbitration clauses. What effect does this have on consumers arbitrating
their claims?

Preventing class proceedings in arbitration has the same effect that it has in court:
It renders consumers unable to pursue many important claims and, conversely, renders
corporations immune from accountability for a host of bad practices.
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In industries like consumer credit, in which these types of harms are more common,
arbitration clauses sometimes provide the appearance of generosity, for example stating
that the corporation will pay all or part of the arbitration fees. But the same clauses also
prohibit consumer class actions, making that apparent generosity a charade. When claims
fall below a certain value, consumers have no economic incentive to pursue them, even if
someone else will pay some of the costs. The claims are feasible only if brought on a class
basis.

3. Does mandatory binding arbitration benefit cardholders? Are the suggested costs
saved through mandatory arbitration passed on to the cardholders?

Some businesses argue that forced arbitration lowers the cost of goods for
consumers and that they will be forced to raise costs if Congress curbs the practice. As |
noted in my testimony, businesses made a similar argument in favor of the Class Action
Fairness Act. It has been five years since CAFA passed, and we still await a morsel of
evidence demonstrating that it lowered costs for consumers.

Forced arbitration raises costs for consumers because it enables businesses to
engage in unfair business practices with relative impunity. This is evidenced by the
galloping rate at which credit card providers have increased their revenue through unfair
fees, penalties, and interest rate hikes—practices that proliferated at the same time as
forced arbitration spread throughout the industry.

In fact, class action litigation can actually lower the cost of goods for consumers by
halting practices that harm consumers. In 2003 we analyzed six consumer class actions
that have demonstrably reduced costs for consumers. See Public Citizen, Six Common
Transactions That Cost Less Because of Class Actions (Aug. 30, 2003). One example we
discussed was Rossman v. Fleet Bank 280 F.3d 384 (3d Cir. 2002), a case litigated by
another witness, Michael Donovan. In Rossman, consumers sued a credit card issuer for
first advertising a “no annual fee” card and then seeking to impose a $35 annual fee less
than six months after the consumer opened an account. The fee notice also stipulated that
the interest rate would increase from 7.99 percent to 24.99 percent if cardholders
cancelled their cards while carrying a balance. The United States Court of Appeals for the
Third Circuit held that these acts violated the Truth in Lending Act.

4. According to proponents of mandatory arbitration, the courts rigerously protect
consumers from unfair arbitration agreements. Are they correct? Can we not just
depend on the courts to protect consumers from unfair arbitration clauses?

The courts do not protect consumers adequately from unfair arbitration
agreements. To the contrary, the courts are responsible for much of the problem with
forced arbitration. I discuss that point more below in response to question 6.

The affirmative argument that courts protect consumers from unfair arbitration
agreements ignores three important characteristics of consumer arbitration jurisprudence.
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First, the United States Supreme Court has given the Federal Arbitration Act
extremely broad preemptive scope, which severely limits the ability of state courts to
protect their citizens from unfair forced arbitration agreements. State courts may
invalidate arbitration clauses only “upon such grounds as exist at law or in equity for the
revocation of any contract.” 9 U.S.C. § 2. The Supreme Court has interpreted this to mean
that state courts cannot directly asses the fairness of arbitration agreements at all; instead,
they must rely solely on general contract principles like fraud, duress, or unconscionability.
They also may not invalidate arbitration agreements under state laws applicable only to
arbitration provisions. See Doctor’s Associates, Inc. v. Casarotto, 517 U.S. 681, 687 (1996).

As a result, arbitration clauses are invalidated only under theories such as
unconscionability, which are highly difficult to satisfy. Thus it is hard to invalidate even the
most oppressive forced arbitration clause, much less a clause that is merely grossly unfair.

Second, courts invalidate forced arbitration clauses only on a case-by-case basis at
best, which imposes a terrible burden on consumers and their attorneys. Even the most
egregious clause might remain in use in 49 states after one state court rules it
unconscionable. Moreover, even in that state, the companies might simply make minor
changes to the wording of the clause and continue using it, forcing consumers to relitigate
the clause’s validity repeatedly.

Third, the unfairness of many arbitration clauses scarcely touches on the inherent
unfairness of forced arbitration itself. Regardless of whether a particular forced arbitration
clause is fair, the dispute resolution process it establishes is not fair. There is an inherent
conflict of interest in forced arbitration: Arbitration firms have a strong incentive to favor
the companies that choose them, not to provide consumers a fair forum.

Moreover, the courts are nearly powerless to reverse unfair or unsound arbitration
decisions. The exclusive grounds for reversal provided by the FAA are limited to
demonstrable bias on the part of the arbitrator and a handful of other narrow grounds. See
9 US.C.§9. Law professor and forced arbitration advocate Peter B. Rutledge has called
judicial review of the merits of arbitration decisions “virtually non-existent.” Peter B.
Rutledge, Market Solutions to Market Problems: Re-examining Arbitral Immunity as a
Solution to Unfairness in Securities Arbitration, 26 PACE L. REv. 113, 131-32 (2005). The
United States Court of Appeals for the Seventh Circuit has interpreted the FAA to mean that
a judge cannot overturn an arbitrator’s decision even if the arbitrator’s interpretation of a
contract is “wacky.” Wise v. Wachovia Securities, Inc., 450 F.3d 265, 269 (7th Cir. 2006).

5. A witness who testified at one of this Subcommittee hearings last term had written
an article suggesting that mandatory binding arbitration agreements are a defense
against consumer litigation. How neutral is mandatory arbitration agreements if
they are considered a defense to consumer lawsuits?

Forced arbitration has nothing to do with neutrality. It provides corporations a one-
way “justice” system in which they can pursue claims against consumers more easily—
even claims with no evidentiary support and dubious legality—and in which consumers are
deterred from bringing most claims at all. Forced arbitration advocate Alan Kaplinsky has
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said that “[a]rbitration is a powerful deterrent to class-action lawsuits against lenders[.]”
Paul Wenske, Some Cardholders Are Signing Away Their Right to Sue, KaN. CITY STAR, Apr. 3,
2000. [n addition to class action bans, forced arbitration can impose steep fees at multiple
steps in the process—including loser-pays rules that saddle consumers with paying the
very corporate lawyers who defeated their claims in the biased forum.

The disincentives of arbitration appear to be quite effective, as evidenced by the
exceedingly low rate of consumer-initiated arbitrations. Public Citizen’s 2007 Arbitration
Trap report found that consumers brought only 118 claims out of 33,948 credit card
arbitrations before the National Arbitration Forum (NAF) between 2003 and 2007.

There is nothing neutral about a forum that enables large corporations to prevail
even on dubious claims against consumers while preventing consumers from bringing
meritorious claims against corporations.

6. In reference to a statement by Rep. Issa, Rep. Scott stated the following during the
hearing: “My friend from California’s opening remarks mentioned centuries of
jurisprudence, suggesting that credit card issuers may have an absolute right to
these binding arbitration agreements.” Please respond to Rep. Issa’s suggestion.

The notion that a multibillion dollar corporation can force a party with grossly less
bargaining power—an individual consumer—into a private, secretive forum of the
corporation’s choosing has no basis in centuries-old common law. In fact, the practice
directly undermines the common law, as there is no rule of law in private arbitration. [t
also undermines one of three pillars of United States government: open, public courts.

It is unlikely that anyone would have envisioned the current practice of forced
arbitration when the Congress enacted the Federal Arbitration Act in 1925. The FAA was
intended to provide an informal dispute resolution mechanism for businesses to resolve
disagreements. See, e.g., Jean Sternlight, Creeping Mandatory Arbitration: Is It Just, 57 STAN.
L.Rev. 1631, 1636 (2005). At the time, arbitration was voluntary, chosen by sophisticated
parties that had real bargaining power with respect to each other. Id. at 1635-36.
Beginning in 1983, however, the United States Supreme Court opened the door for large
corporations to force their customers and non-union employees into arbitration. See David
S. Schwartz, If You Love Arbitration, Set It Free: How “Mandatory” Undermines "Arbitration,”
8 NEV. L.]. 400 (2007). Prior to 1985, statutory causes of action reflecting “important
public policies” were exempt from mandatory arbitration. Id. at 406. A series of Supreme
Court decisions from 1985 to 1991 erased this distinction. Id. at 407.

Forced arbitration did not become widely used in the credit industry until the late
1990s. [n 2005, credit cardholders filed an antitrust action alleging that the 13 largest card
issuers illegally colluded to require mandatory arbitration clauses in their cardholder
agreements. Rossv. Bank of America, N.4, 524 F.3d 217, 220 (2d Cir. 2008). The plaintiff
cardholders accuse the banks of forming an “Arbitration Coalition” in late 1998 or early
1999 to ““force[] unwilling and unaware cardholders to accept arbitration clauses and class
action prohibitions on a ‘take-it-or-leave-it basis’ through the joint exercise of immense
market power.” Id. at 220-21. Regardless of whether the allegations in this suit are true,
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the fact remains that credit card arbitration is an exceedingly recent practice. The FAA
dates only to 1925; the Supreme Court decisions that enabled widespread forced
arbitration date only to the past thirty years; and the proliferation of forced arbitration
clauses in consumer contracts occurred only in the past decade.

7. 1imagine that you are familiar with the Searle Civil Justice Institute study. Can
you explain why there is such a large disparity in some of the results between the
Public Justice [sic] 2007 report and the Searle report?

Qur 2007 Arbitration Trap report found that consumers lose an astounding 94
percent of credit card arbitrations before NAF between 2003 and 2007. The Searle Center
study by Professor Drahozal studied consumer arbitrations before the American
Arbitration Association (AAA) and found that businesses received an award in 84 percent
of cases they brought and won 93 percent of what they asked for in those cases. These
figures are not dramatically lower than the 94 percent win rate we reported in the
Arbitration Trap.

Notably, the data set for Drahozal’s study concludes just before AAA began
operating a massive credit card operation mill. Drahozal's study considered just 301 AAA
arbitrations decided between April and December 2007. Since December 2007, AAA has
processed more than 45,000 cases filed by Midland Credit Management, a Kansas-based
collection agency. We have studied this data set. In the cases in which an award was
issued, AAA gave Midland more than 94 percent of the amounts it sought. In 87 percent of
cases, AAA awarded Midland the precise amount it sought—to the penny.

Yet even the Searle study provides evidence that AAA arbitration is unfair to
consumers. Drahozal reports that consumers received awards in 53 percent of the cases
they brought and, in those instances, received about 52 percent of the amount they sought.
In sum, this means consumers received just 28 percent of what they sought. By contrast,
businesses received roughly 78 percent of what they sought.
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